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JOINT PROPOSED FINDINGS OF FACT AND CONCLUSIONS OF LAW

Maui Electric Company, Limited (“MECO” or the Company”) and the Division of
Consumer Advocacy of the Department of Commerce and Consumer Affairs (“Consumer
Advocate”) respectfully submit these Joint Proposed Findings of Fact and Conclusions of Law.

I
Introduction

A.

Summary

1. As discussed below, there were no issues remaining between the Parties
impacting revenue requitements or rate design following their settlement agreements filed on
Dece\mber 7 and 12, 2007.

2. Although not an issue between the Parties, legislation required the Commission to
consider whether there should be a sharing of risk associated with changes in the price of o1l that
is reflected in the existing Energy Cost Adjustment (“ECA™) Clause (“ECAC™). Given the
Energy Agree:ment2 between the State of Hawaii and the HECO Companies,3 which documents a
course of action to make Hawaii energy independent, and recognizes the need to maintain the
HECO Companies’ financial health while achieving that objective, as well as the overwhelming
support in the record for maintaining the ECAC in its current form, the Commission should
determine that MECO’s ECAC complies with the requirements of Hawaii Revised Statutes
(“HRS") § 269-16(g). See Part I1.A.1, infra.

3. Thus, MECO respectfully requests that the Commission approve a final general

% The October 20, 2008 Energy Agreement Among the State of Hawaii, Division of Consumer Advocacy of the

Department of Commerce and Consumer Affairs, and Hawaiian Electric Companies is referred 10 as the “Energy
Agreement”,

3 Hawaiian Electric Company, Inc. (“*HECO™), Hawaii Electric Light Company, Inc. (“HELCO”) and MECO are
collectively referred to as the “HECO Companies” or “Companies”™.




rate increase that will produce a revenue increase of $13,222,000, or 3.7%, over revenues at
present rates. See Part 11.E, infra.
B.

Procedural Background

4. On February 23, 2007, MECO filed an application for approval of rate increases
and revised 1;ate schedules in which MECO requested a general rate increase of approximately
$18,977,000, or 5.3%, over revenues at present current effective rates (i.e., revenues that were in
effect at the time MECO filed its application). MECO’s filing included its Direct Testimonies,
Exhibits and Workpapers.* MECO filed its Application pursuant to Subchapters 2, 6 and 8 of the
Rules of Practice and Procedure Before the Public Utilities Commission (the “Commission’s
Rules of Practice and Procedure™), Title 6, Chapter 61, of the Hawaii Administrative Rules
(“HAR™). MECO seeks Commission approval of the proposed rate increase and revised rate
schedules pursuant to Hawaii Revised States (“HRS") § 269-16.

5. MECQO served copies of the Application on the Consumer Advocate, an ex officio
party to this docket, pursuant to HRS § 269-51 and HAR § 6-61-62.

6. By Order No. 23370 (“Order 23370™), filed Apri! 16, 2007, the Commission
found that the Application was complete and properly filed under HRS § 269-16(d) and HAR §
6-61-87. Thus, the filing date of MECO’s complete Application is February 23, 2007. Order
23370 further directed the parties to submit to the Commission a proposed stipulated procedural

order by May 18, 2007.

* See MECO’s Application, filed February 23, 2007 in Docket No. 2006-0387 (“Application”). On September 22,
2006, MECO filed a Notice of Intent, pursuant to Hawaii Administrative Rules § 6-61-835, stating that it planned 1o
request rate relief based on a 2007 calendar test period and file an application on or after December 1, 2006. On
December 19, 2006, MECO filed a Motion for Approval of Test Period Waiver (*“Motion for Waiver™) seeking
Commission approval to use a calendar 2007 test period in support of its application. By Order No. 23188, filed
January 11, 2007, the Commission approved MECQO’s request to utilize a 2007 calendar test year.
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7. On April 23, 2007, the Commission issued Protective Order No. 23379 to govemn
the classification, acquisition and use of confidential information by any party in this docket.

8. On April 24, 25 and 26, 2007, the Commission held public hearings regarding
MECO’s Application on the islands of Molokai, Maui, and Lanai, respectively, to gather public
comments on this docket. |

0. In April, May, July and August 2007, MECO filed updates to certain of its direct
testimonies, exhibits and workpapers filed on February 23, 2007 to reflect recorded 2006 results,
as well as other revisions and corrections.

10. By Order No. 23449, filed Méy 21, 2007, the Commission granted the County of
Maui’s Motion for Enlargement of time to intervene in this docket, filed on May 7, 2007, and
ordered that any motion to intervene by the County of Maui would need to be filed by May, 29,
2007.

11. - By Order No. 23496 (“Order 23496™), filed June 19, 2007, the Commission
approved with modifications a proposed Stipulated Procedural Order, filed by the parties on May
24, 2007, upon a finding that the issuance of a procedural order would aid in the just, speedy and
inexpensive determination of this proceeding.

12. During the period from May through October 2007, MECO responded to
information requests (“IRs") submitfed by the Consumer Advocate.

13. By letter dated August 24, 2007, the Commission approved a request by the
Consumer Advocate on behalf of the Parties to extend the deadline for certain procedural steps
concerning IRs and direct testimonies in this docket by several weeks.

14. On October 25, 2007, the Consumer Advocate filed its Direct Testimonies,

5 MECO and the Consumer Advocate are jointly referred to herein as the “Parties”.
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Exhibits and Workpapers in this docket.

15. By transmittal dated November 2, 2007, MECO submitted IRs to the Consumer
Advocate.

16. By letter dated November 19, 2007, MECO informed the Commuission that the
Parties have reached verbal settlement of all revenue requirement issues in this docket. Asa
result, MECO requested that the Commission suspend the remaining steps in the procedural
schedule specified in Order 23496, as amended, pending the filing of settlement letters executed
by MECO and the Consumer Advocate.

17. On November 30, 2007, the Commission granted MECQ’s request to suspend the
" remaining steps of the procedural schedule, but excluded from the suspension the deadlines for
filing of the Parties’ Joint Settlement Letter! (December 3, 2007) and MECO’s Statement of
Probable Entitlement (December 14, :2007).

18. On December 7, 2007, the Commission granted the Parties” December 3, 2007
request for an extension of time to file the Parties’ Joint Settlement Letter from December 3,
2007 to December 7, 2007.

C.

MECO’s Reguests

19. MECO’s Application requested approval of a general rate increase and revised
rate schedules and rules. The amount of the increase in revenues requested was $18,977,000, or
5.3%, over revenues at present current effective rates (i.e., rates in effect for customers at the

time of the Application, including applicable surcharges).




D.
Issues
20.  The Parties accepted the 2007 calendar year as the appropriate test year in this
rate proceeding based on the requirements of HAR § 6-61-88(3)(B). The issves set forth in the
Parties’ Stipulated Procedural Order, as amended by Order 23496° are as follows:

l. Is MECO’s proposed rate increase reasonable?

a. Are the proposed tariffs, rates, charges and rules just and
reasonable?

b. Are the revenue forecasts for Test Year 2007 at present rates and
proposed rates reasonable?

c. Are the projected operating expenses for Test Year 2007
reasonable?
d. Is the projected rate base for Test Year 2007 reasonable?
e. Is the requested rate of return fair?
2. What is the amount of Interim Rate Increase, if any, to which MECO is

probably entitled under §269-16(d) of the Hawaii Revised Statutes?

3. Whether MECO’s ECAC complies with the requirements of HRS § 269-

16(g).
E.
Stipulated Settlement Letter
21. Order 23496, as amended, governs the proceedings in this docket. Pursuant

thereto, the Parties engaged in settlement discussions, in an attempt to resolve the issues
established for this docket. On December 7, 2007, the Parties filed a Stipulated Settlement
Letter (“Stipulated Settlement Letter”), documenting their agreements regarding the matters in
this proceeding, and in particular, that the amount of the rate increase to which MECO is

probably entitled under HRS § 269-16(d) is $13,222,000, or 3.7%, over revenues at present

% Order 23496 amended the Parties’ proposed Stipulated Procedural Order by inserting Issue No. 3.




rates.” The Parties agreed to address cost of service/rate design issues separately and stated their
intent to later submit a document covering these areas which do not affect the revenue
requirements. The Parties also agreed to adopt a pension tracking mechanism and a post-
retirement benefits other than pensions (“*OPEB”) tracking mechanism, which are discussed
below.

22. With respect to the schedule of proceedings, the Parties agreed, among other
things that: (1) their settlement eliminated the need for certain remaining procedural steps; (2)
all of the written testimonies (and exhibits, workpapers, updates and responses to IRs related to
such testimonies and updates) in this docket could be submitted without the witnesses appearing
at an evidentiary hearing; (3) it is not necessary to have an evidentiary hearing in this docket; (4)
all identified witnesses are subject to call at the discretion of the Commission; and (5) the Parties
wa.ived their rights to present further evidence on the issues and conduct cross-examination of
the witnesses, with certain exceptions.

F.

Statement of Probable Entitlement

23.  Although not due until December 14, 2007, MECO filed a Statement of Probable
Entitlement (“Statement of Probable Entitlement™) on December 7, 2007 that reflects the Parties’
agreements as set forth in their Stipulated Settlement Letter, in order to help expedite the
issuance of an interim decision and order (“Interim D&Q”) in this docket. The exhibits to the
Statement of Probable Entitlement provide the results of operations for revenues at present and
proposed rates for MECO consolidated, the Maui Division, the Lanai Division and the Molokai

Division, and reflect an agreed-upon interim rate increase based on a return on common equity of

7 MECO's present rates are those currently effective in its tariffs and are primarily the result of Amended Decision
and Order No. 16922 issued April 6, 1999 in Docket No. 97-0346, which wilized a 1999 test year.




10.7% and a rate of return on rate base of 8.67%.

24, In the Statement of Probable Entitlement, MECO noted that: (1) intel:im rate
relief is essential, as the Company’s consolidated rate of return on average rate base is 6.75% at
present rates compared to the 8.67% return stipulated to by the Parties, (2) MECO is concerned
about the deterioration of its credit rating; (3) MECQO proposes to allocate an interim rate
increase in electric revenues in the same equal percentage to all divisions and rate schedules; and
(4) the Parties’ settlement agreement includes the establishment of a pension tracking mechanism
and an OPEB tracking mechanism, and thus, MECO sought approval of those tracking
mechanisms in the Interim D&O.

25.  For purposes of settlement, MECO agreed to exclude the amortization of the test
year ending pension amount. In addition, the Parties agreed to modify the proposed pension
tracking mechanism to reflect a requirement for MECO to fund the minimum required level
under the law until the existing pension asset balance is eliminated. Reduced funding would
reduce the pension asset. MECO agreed that when the existing pension asset amount is reduced
to zero, the Company will fund the net periodic pension costs (“NPPC") as specified in the
pension tracking mechanism for MECO. It was also agreed that if the existing pension asset
amount was not reduced to zero by the next rate case, the Parties would address funding
requirements for the pension tracking mechanism in that proceeding. The Statement of Probable
Entitlement further noted that the pension tracking mechanism will require the Company to
create a regulatory asset or regulatory liability, as appropriate, for the difference between the

amount of NPPC included in rates and actual NPPC recorded by the Company.




G.

Final Settlement Letter

26. On December 12, 2007, MECO filed a Final Settlement Letter (“Final Settlement
Letter”) documenting the Parties’ agreements on the remaining rate design issues in this
proceeding. As shown in Exhibit | to the Final Settlement Letter and further discussed below,
the Parties’ agreements on the remaining cost of service/revenue allocation/rate design issues
generally pertained to (1) cost of service studies, (2) inter-class allocation of revenue increases,
(3) intra-class rate design, and (4) other revisions to rate schedules/rule changes.

H.

Interim Decision and Order No. 23926

27. On December 21, 2007, the Commission issued lnteril:ll Decision and Order No.
23926 (“Interim D&O 23926"), approving, on an interim basis, MECO’s request to increase its
rates to such levels as will produce, in the aggregate, $13,222,000 in additional revenues, or
3.70%, over revenucs at present rates fl'or a normalized 2007 calendar test year. Interim D&O
23926 at 1. Exhibit A of Interim D&O 23296 reﬂectedl(l) an average depreciated rate base of
$382,970,000; (2) a rate of return on the rate base of 8.67%; and (3) the 2007 results of
operations, which the Commission adopted in Interim D&O 23296.

28.  Interim D&O 23296 also approved, on an interim basis, the adoption of a pension
tracking mechanism and an OPEB tracking mechanism, and MECO’s request to allocate the
interim increase in electric revenues in the same equal percentage to all divisions and rate
schedules.

29. On December 21, 2007, MECO filed its revised tariff sheets reflecting interim




. rate increase surcharges, implementing an interim revenue increase of $13,209,700.2
I1.

Discussion

A.

Revenues
1.

Test Year Estimated Electricity Sales and Customers

30. MECO’s total test year sales and customer count projections on a consolidated

and island by island basis are as follows:

Customer Count MWH Sales

Maui Division 60,694 1,212,929.0

Lanai Division 1,606 29,779.4

Molokai Division . 3,141 36,548.2

. Total Company 65,441 1,278,256.6

See MECO T-2 at 1-2; MECO-201 at 1-4; Stipulated Settlement Letter, Exhibit 1 at 1-2.

31. In its written testimony, the Consumer Advocate stated that based on its analysis
of the information provided by MECO in the Company’s updated response to CA-IR-309, the
actual test year 2007 sales volumes through August appeared to be tracking very closely to the
projected test year levels. See CA-T-3 at 6. Thus, the Consumer Advocate determined that the
Company’s test year forecast appeared reasonable and did not propose an adjustment to the test
year sales or customer count projections. As a result, the Parties agreed to base the test year

revenue requirement at present and proposed rates on the test year projections proposed by

¥ The amount is equal to the $13,222,000 interim revenue increase less $12,300 of estimated late payment charges.
The late payment charges are based on factors of lest year sales of 0.9% for the Maui Division, 0.11% for the Lanai
Division, and 0.17% for the Molokai Division, as specified in Item 3, on pages 4-5 of Exhibit 1 of the Siipulated
Settlement Letter.




MECO.? Stipulated Settlement Letter, Exhibit 1 at 1-2.
2.

Electric Sales Revenues

32.  Inits direct testimony, MECO’s total electric sales revenues, based on the test
year sales estimate and average number of customers at present rates and proposed rates, by

division and in total for the 2007 test year were:

Electric Sales Revenues
MECO Test Year Estimate
Present Proposed
Maui Division $333,075,200 $350,632,500
Lanai Divisjon $10,066,700 $£10,597,400
Molokai Division $12,631,400 $13,297,300
Total Company $355,773,300 $374,527,200

Stipulated Settlement Letter at 2; MECO T-3 at 1-3; MECO-301.

33.  Thetest year electric sales revenues at present rates are derived by multiplying the
test year sa_les projections for each rate schedule by the current and proposed tariff rates. The
projected revenues at present rates also include the revenues derived from the assessment of the
Firm Capacity Surcharge and the ECA factor (“ECA Factor™) to reflect the monies collected to
recover changes in fuel cost from the amount that was recognized in MECO’s last rate
proceeding. Stipulated Settlement Letter at 2.

34, The revenue for each customer class was presented on MECO-302 through
MECO-304. The derivation of the projected revenues is shown on MECO-WP-302 through

MECO-WP-304. The ECA Factors applied by MECO to the Company’s test year sales

° In presenting the MWHh sales on MECO-201, page 1, MECO inadvertently did not recognize the 1,000 MWh
normalization adjustment to Schedule P that is reflected on page 2 of MECQO-201 for the MECO Division. Thus, the
total MWh sales on a consolidated and MECO Divisional basis should be increased by 1,000 MWh. However, no
adjustment is required to correct this inadvertent error because in computing the Company's test year revenue
projections at present and proposed rates, MECO included the additional 1,000 MWH in the Schedule P sales for the
Maui Division. As a result, the revenues associated with the 1,000 MWh normalization adjustment are reflected in
the Company’s test year revenue projections. Stipulated Settlement Letter, Exhibit 1 at 1;: MECO-WP-302 at 113.
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projections are: $0.13954 per kilowatt-hour (“kWh™), $0.13913 per kWh and $0.15774 per kWh
for the Maui, Lanai and Molokai Division, respectively. ECAC revenues are discussed in the
Fuel Expense section, below. Stipulated Settlement Letter at 2.

35. in its direct testimony, the Consumer Advocate recommended the following

revenue projects for the 2007 test year:

Present Revenues (000s)
Maui Division $332,916,000
Lanai Division $10,067,000
Molokai Division $12,631,000
Total Company $355,614,000

Stipulated Settlement Letter, Exhibit | at 2-3; CA-101, Schedule C at 1; CA-102, Schedule C at
1; CA-103, Schedule C at |; CA-104, Schedule C at 1.

36.  The difference in the test year revenue projections at present rates is attributed to
two dif'feren.ces. First, MECO inadvertently failed to revise the Company’s test year revenue
projection in the June 2007 update to account for the revenues associated with two customers
that had executed contracts as of December 31, 2006 to receive service under the Maui
Division’s Schedule J, Rider T. As a result, the Consumer Advocate proposed an adjustment of
$1,400 to reflect the reduced revenues associated with these two customers using the information
provided by MECO as the basis for the adjustment. See CA-T-3 at 5-7; CA-101, Schedule C-2
and MECQ’s response to CA-IR-206 at 2-3. Second, the Consumer Advocate recommended the
application of the following ECA Factors: (a} $0.13941 per kWh for Maui Division,

(b) $0.13913 per kWh for the Lanai Division, and (c) $0.15774 per kWh for the Molokai
Division. See CA-201 at 1-3. The lower ECA Factor for the Maui Division resulted in a
downward adjustment to the Company’s test year revenue projection at present rates. Stipulated

Setflement Letter, Exhibit 1 at 3.
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37. During the settlement discussions, MECO accepted the Consumer Advocate’s
proposed adjustment for the Maui Rider T participation since the Company acknowledged in
response to CA-IR-206 that the test year revenues for the Maui Division should be revised to
recognize the reduced revenues associated with the two customers on Schedule J, Rider T. In
addition, as discussed below, the Parties have agreed to use the results of MECQ’s production
simulation model, and to use the ECA Factors set forth in MECO’s direct testimony for purposes
of calculating the 2007 test year revenues at present rates. The table below reflects the Parties’
agreement on the test year consolidated electric sales revenue projection at present and proposed

rates.

Present Proposed
Maui Division $333,074,000 | $343,062,000
Lanai Division $10,067,000 $11,921,000

Molokai Division | $12,631,000 $13,792,000
Total Company | $355,772,000 | $368,775,000

Stipulated Settlement Letter, Exhibit 1 at 3; see Statement of Probable Entitlement, Exhibits 1-4.

3.

Other Operating Revenues

38. In direct testimony, MECQ’s projected consolidated test year Other Operating
Revenues at present and proposed rates were $1,535,000 and $1,759,000, respectively.
Stipulated Settlement Letter, Exhibit 1 at 4, MECO T-7 at 49-50; MECO-712.

39. In its direct testimony, the Consumer Advocate accepted the Company’s
consolidated test year estimate of $1,535,000 at present rates, concluding that such amounts were
reasonable based on the Consumer Advocate’s analysis of MECO’s projection. See Stipulated
Settlement Letter, Exhibit 1 at 4; CA-T-3 at 9.

40. The Company’s projection of $1,759,000 at proposed rates (consolidated),




however, required adjustment to reflect, for certain of the Company’s proposed tariff changes,
the projected Other Operating Revenues associated with the Consumer Advocate’s test year
;evenue requirement recommendation for each Division. For example, at Schedule A-1 of CA-
101 through CA-104, the Consumer Advocate calculated the late payment fee at proposed rates
using a 1.1507% rate for all islands, based on the percentage rate in MECO-WP-2001, page 26,
applied to the Consumer Advocate’s recommended test year revenue requirement for each
Division. Furthermore, the Consumer Advocate found reasonable certain of MECO’s proposed
tariff changes. See CA-T-5 at 57-58. As a result, the Consumer Advocate proposed to increase
the Company’s consolidated test year Other Operating Revenue projection at present rates by
$224,000, from $1,535,000 to $1,759,000, to reflect the proposed amounts in the Consumer
Advocate’s test year revenue requirements. Stipulated Settlement Letter, Exhibit 1 at 4.

41.  During the settlement discussions, MECO explained that in calculating the
Company’s test year revenue requirements, the late payment fees were based on specific
percentages for each Division (i.e., 0.09%, 0.11% and 0.17% for the Maui, Lanai and Molokai
Divisions, respectively). Based on this representation, the Consumer Advocate agreed to use the
island specific late payment charge percentage factors in place of the fixed percentage of
1.1507% to more accurately account for late payment reven‘ues at proposed rates for each island.
As a result, the Parties agreed to compute the late payment fees at proposed rates for the test year
by multiplying a late payment charge factor of 0.09% for the Maui Division, 0.11% for the Lanali
Division, and 0.17% for the Molokai Division as proposed by MECO. See MECO T-7 at 55. In
addition, the Parties agreed that the balance of the other operating revenue (excluding late
payment ‘fees) at proposed rates will include an increase of $207,000 over present rates for the

increase in the field collection charge, returned check charge, service establishment charge and
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reconnection charlge. See Stipulated Settlement Letter, Exhibit | at 5 (footnote 1); MECO-712 at
1. The result is a consolidated test year revenue projection at proposed rates of §1,754,000,
consisting of $1,585,000 for the Maui Division, $47,000 for the Lanai Division and $122,000 for
the Molokai Division. Stipulated Settlement Letter, Exhibit 1 at 4-5.

B.

Expenses
l.

Fuel Expense, Purchased Power Expense, Generation Heat Rate and ECA Factor

42.  The table below reﬂects_ the test year consolidated fuel oil, fuel related and
purchase power expense projections set forth by MECO and the Consumer Advocate in written
testimony. The amounts reflected the results of a production simulation model used by MECO

. and the Consumer Advocate to determine the optimal dispatch of available generation to meet
the test year energy requirements. The energy requirements represent the energy needed to

produce the test year sales projection, company use projection and losses in the transformation

and delivery.
Consumer
MECO Advocate
Direct Direct Difference %Difference
ECAC Revenues $179,160,000 $179.003,000 $ (157,000) -0.09%
Fuel Oil Expense $179,945.000 $179,292.000 $(653,000) -0.36%
Fuel Related Expense $520,000 $519,000 $(1,000) -0.19%
Total Fuel Expense $180,465,000 $179,811,000 $(654,000) -0.36%
Purchase Power Expense $133,982,000 $33,988,000 $6,000 0.02%

Stipulated Settlement Letter, Exhibit 1 at 5.



43.  Both MECO and _thc Consumer Advocate used the same inputs and production
simulation program (P-Month} to derive their respective test year fuel oil and related fuel
expense and purchased power projections. However, since the Consumer Advocate used a
different version of P-Month, the Consumer Advocate’s results differed slightly from MECO as
noted in the above table. Stipulated Settlement Letter, Exhibit 1 at 5.

a.

Fuel Qil and Fuel-Related Expenses

44,  The test year fuel oil expense represents the costs of operating the Company’s
generation as determined in the production simulation model. The amount is derived by
multiplying the estimated test year fuel consumption (.in barrels) at each of MECO’s generating
plants by the fuel prices for each type of fuel consumed at the plant. Stipulated Settlement
Letter, Exhibit 1 at 6.

45, During the settlement discussions, MECO and the Consumer Advocate agreed to
use MECO’s production simulation results since MECO’s model has been customized to better
reflect the actual operations of the Company. Based on this agreement, the Parties agreed that
the test year estimate of fuel expense, including fuel oil expense and fuel related expense is
$180,465,000 for MECO consolidated, including $167,037,000 for the Maui Division,
$6,175,000 for the Lanai Division, and $7,253,000 for the Molokai Division. Stipulated
Settlement Letter, Exhibit 1 at 6; MECO-401.

b.

ECAC Revenues

46.  The changes in the Company’s fuel oil and fuel related costs and purchased

energy costs from the fuel costs embedded in base rates are recovered through the ECAC. Based




. on the agreement to use MECO’s production simulation model results, the Parties agree to use
MECO’s estimate of ECAC revenues of $179,160,300 for test year 2007 at present rates.
Stipulated Settlement Letter, Stipulated Settlement Letter, MECO T-3, Attachment 1. The test

year ECAC revenues for the MECO Divisions are as follows:

Division 2007 TY ECAC Revenues
Maui $169,252,000
Lanai $4,143,100
Molokai $5,765,200
MECO Consolidated $179,160,300

Stipulated Settlement Letter, Exhibit 1 at 7.

47, At proposed rates, the Company is proposing to include the fuel additive costs for
the Kahului units and distributed generation (“DG") fuel and transportation costs and associated
revenue taxes under a new DG energy component in the ECAC.' The Company is also

. proposing to include a weighted efficiency factor in its ECAC calculations (in the same manner
as HELCO proposed in Docket No. 05-0315 and HECO proposed in Docket No. 2006-0386),
based on fixed efficiency factors for industrial fuel oil (“IFO™), diesel and “other” generating
units. Because DG untts are generally more efficient than other generating units, the Company
proposes to not apply a fixed efficiency factor to DG fuel and transportation costs. See MECO
T-19 at 5-10. The Consumer Advocate did not express any objections to the above proposals in

its direct testimonies. Stipulated Settlement Letter, Exhibit | at 7.

Y HECO proposed the DG component in Docket No. 04-0113 (HECO's 2005 test year rate case). D&O 24171 in
that rate case approved the DG component as stated on page 35: “The Parties agree that the ECAC should continue
and that the ECA Factor al present rates is 5.414 cents/kWh. In addition, the Parties agree to HECO’s methodology
to calculate the ECA Factor, including the DG component proposed by HECO at RT-10. Upon review of the record,
and in light of the commission’s decision to allow the conuinuance of the ECAC, the commission finds HECO's
ECA Factors to be reasonable.”
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c.

Purchased Power Expense

48.  Asnoted above, the Parties agreed to use the results of MECO’s production
simulation, resulting in a test year estimate of $33,982,000 for MECO’s purchased power

expense, which includes $32,143,000 for purchased energy and $1,839,000 for firm capacity.
See MECO-507. The purchased power expense projection only applies to the Maui Division.
Stipulated Settlement Letter, Exhibit 1 at 6.

d.

Generation Heat Rate

49. The net generation heat rate is a measure of generation efficiency, and represents
the heat content of fuel consumed (in British thermal units or “Btus”) per net kWh generated.
That is, for MECO in the test year, an estimated 10,001 Btus of fuel heat are required for the
MECO units, on average, to produce one kWh of energy. MECO T-4 at 39.

50. The net generation heat rate directly affects the sales heat rate. The sales heat rate
is calculated in a similar manner as the net heat rate, except the sales heat rate is the heat content
of the fuel consumed per kWh of sales. The sales heat rate in the form of a Generation
Efficiency Factor is used in the ECAC to translate the base generation cost in cents per MBtu to
the weighted base generation cost in cents per kWh of sales. MECO T-4 at 40.

51. As a result of the production simulation modeling that is done to determine the
test year fuel and purchased power expense, a new fixed efficiency factor is determined for
purposes of the ECA Factor that will be applied on a prospective basis, once the Commission
authorizes new base rates. Based on the Parties’ agreement to use the results of MECO’s

production simulation model, the Parties agree that the sales heat rates used in the ECAC as the
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. fixed efficiency factors at proposed rates are:

Efficiency Factor (mmbtwkwh)
. Maui Lanai Molokai
Industrial Fuel Oil 0.015311 0.000000 0.000000
Diesel 0.009460 0.010577 0.010823
Other 0.010648 0.010577 0.010823

Stipulated Settlement Letter, Exhibit | at 6; MECO-1906 at 1; MECO-1910 at 1; MECO-1912 at
1.
52. In addition, to derive the above, MECO applied a calibration factor based on the
2005 operations to its production simulation results to adjust the fuel consumption results for
actual operating conditions that cannot be completely duplicated by the computer model. Based
on the observation that the 2005 energy generation mix is very similar to the energy generation
. mix projected for the 2007 test year, the Consumer Advocate concluded that applying the 2005
calibration factor as proposed by MECO is appropriate for this proceeding. The Consumer
Advocate recommended, however, that MECO continue to be required to provide annual
calibration reports to allow the Commission and Consumer Advocate an opportunity to rnonitor‘
the difference between the estimated and actual resuits produced from the use of the production
simulation model. See CA-T-2 at 19-20. MECO agrees to file annual reports on its calibration
factor. Stipulated Settlement Letter, Exhibit 1 at 6-7.

2.

Other Production O&M Expenses and Transmission and Distribution O&M Expenses

a.

Other Production O&M Expenses

. 53.  MECO incurs significant non-fuel Production Operations and Maintenance

18




(“O&M™) expenses to operate and maintain the Company’s generating facilities that are located
at the Kahului and Maalaea Power Plants and at Hana on the island of Maui, Miki Basin on the
island of Lanai and Palaau on the island of Molokai. The Production O&M expenses are
recorded in National Regulatory Utility Commission (“NARUC”) Account Nos. 500 through
557. The costs charged to these accounts comprise employee labor, materials, contract labor,
engineenng, environmental and other administrative function and service costs. Stipulated
Settlement Letter, Exhibit 1 at 9.

54. In its direct testtmony, MECO’s consolidated test year 2007 normalized
production O&M expense projection was $21,014,800,'" including $18,741,800 for the Maui
Division, $1,094,400 for the Lanai Division, and $1,178,600 for the Molokai Division. See

MECO-502. These amounts are comprised of O&M expenses as noted in the following table.

Operation Maintenance Total Production O&M
Maui Division $8,314,500 $10,427,300 $18,741,800
Lanai Division $664,500 $429,900 $1,094,400
Molokai Division - $695,100 $483,500 31,178,600
Total Company $£9,674,200 $11,340,700 $21,014,800

Stipulated Settlement Letter, Exhibit | at 9.

5S. Subsequently, in its June 2007 Update for MECO T-35, Attachment 1, filed on July
3, 2007, MECO increased its test year Production O&M expense projections by $471,558,
consisting of $57,724 and $413,834 in labor and non-labor costs, respectively. The $471,558
adjustment was intended to recognize the additional expenses that were anticipated to be billed
by HECO for support from the new HECO Power Supply Competitive Bidding Division. These

expenses included MECO’s allocated share of the additional labor costs for staff additions to

""" The normalized test year Production O&M expense reflected an adjustment of approximately $3.4 million to,
among other things, primarily remove from the Company's 2007 budget, costs that MECO believes are associated
with higher than normal overhaul work activities anticipated to be performed in the 2007 test year. The basis for
this normalization adjustment is discussed in MECO T-5 at 23-25 and reflected on MECO-505.
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HECO’s new division, as well as additional costs that are anticipated to be incurred through the

year 2009. The adjustment resulted in an updated consolidated test year Production O&M

expense projection of $21,487,000 (i.e., $21,014,800 + $471,600 = $21,486,400 rounded.)

Stipulated Settlement Letter, Exhibit 1 at 9; MECO response to CA-IR-304, Attachment A at 1.
56. In its direct testimony, the Consumer Advocate recommended the following

Production O&M expense projections:

Operation Maintenance Total Production O&M
Maui Division $8,172,000 $10,349,000 . $18,521,000
Lanai Division $615,000 $429,000 $1,044,000
Molokai Division $682,000 $482,000 $1,164,000
Total Company $9,469,000 $11,260,000 $£20,729,000

Stipulated Settlement Letter, Exhibit | at 9-10.

| 57. In determining the above, the Consumer Advocate agreed with MECO’s
normalization of the generating overhaul costs for purposc-as of determining the 2007 test year
revenue requirement (see MECO-WP-505) based on the determination that the calculations set
forth by MECO reflected a systematic and rational approach to developing an adjusted normal
overhaul expense level of ratemaking purposes. The Consumer Advocate concluded, however,
that some of the other ratemaking adjustments proposed by MECO to reclassify, restate or
normalize the 2007 budgeted amounts for fuel additives, biodiesel, lube oil and Nitrogen Oxide
(“NOx”) water expenses required revisions. In addition, the Consumer Advocate concluded that
the Company’s adjustment to reflect the increased allocation of costs from HECO for
competitive bidding support was not reasonable. As a result, on pages 18-19 of CA-T-3, the
Consumer Advocate proposed the following six adjustments to MECO’s normalized test year

estimate of production O&M expense:




M a labor adjustment to remove the costs associated with new employee positions
that have not been filled for the entire 2007 test year. (see CA-T-3 at 20-22; CA-
101, Schedule C-13);

(2) an adjustment to reduce the estimated non-labor consulting and legal expenses
expected to be incurred by HECO to support competitive bidding activities on
behalf of MECO (see CA-T-3 at 22-27; CA-101, Schedule C-4);

(3) an adjustment to correct an error in the Company’s lube oil consumption rate and
to reflect the last known actual prices of lube oil in computing the test year
expense estimate (see CA-T-3 at 27-24; CA-101, Schedule C-5),

4) an adjustment to normalize the structural maintenance expense for the Kahului
station (see CA-T-3 at 28-32; CA-101, Schedule C-6);

%) an adjustment to update and refine the normalization adjustment proposed by
MECO for the water treatment expenses incurred to punfy water used for NOx
emission control at the Maalaea station (see CA-T-3 at 32-34; CA-101, Schedule
C-7); and

(6) an adjustment to normalize the test year emission fee expense amount for
ratemaking purposes based upon the actual expense incurred in prior years (see
CA-T-3 at 35-37; CA-101 Schedule C-8).

Stipulz.itcd Settlement Letter, Exhibit 1 at 10.

58. For purposes of settlement, MECO and the Consumer Advocate have reached

agreement on all six of the above adjustments, either accepting or revising each Consumer

Advocate adjustment as described in greater detail below. The result is a test year 2007 other

production O&M expense of $20,848,000 for MECO consolidated, including $18,639,000 for




the Maui Division, $1,045,000 for the Lanai Division, and $1,164,000 for the Molokai Division.

Operation Maintenance Total Production O&M
Maui Division $8,350,000 $10,289,000 $18,639,000
Lanai Division $616,000 $429,000 $1,045,000
Molokai Division $682,000 $482,000 $1,164,000
Total Company $9,648,000 $11,200,000 $20,848,000

Stipulated Settlement Letter, Exhibit 1 at 10-11.

59.  "Payroll Expense Adjustment. In its direct testimony, MECO proposed to include

$3,902,300 of production maintenance'? labor expense in the 2007 test year. This amount
reflects the costs associated with three new employees (i.e., a Senior Helper at the Kahului
Power Plant, an Electrician at the Maalaca Power Plant, and an Operator Helper at the Lanai
Power Plant). As a result, the 2007 test year Production O&M Labor expense reflects the payroll
costs associated with a staff of 123 employees for the entire 2007 test year, as compared to 121
employees in 2005. Stipulated Settlement Letter, Exhibit 1 at 11; MECO-1102 and MECO T-5
at 29'%, 36.

60. In its written testimony, the Consumer Advocate raised a concemn with MECO’s
assumption that the Company would be fully staffed for the entire 2007 test year. As discussed
in CA-T-3 and CA-T-1, the Consumer Advocate maintained that there is no factual support for
MECO’s assumption that it will never experience vacancies in its workforce. The Consumer
Advocate further maintained that it would be inappropriate to recognize MECO’s higher forecast
level of employees for ratemaking purposes because (1) it is common for employee vacancies
and the hiring of new employees to result in overall headcount levels that fluctuate from month-

to-month, and (2) it would be highly inconsistent and improper to intentionally set utility rates on

!z The Stipulated Settlement Letter, Exhibit I at 11 stated “In its direct testimony, MECO proposed to
include $3,902,300 of production labor expense in the 2007 test year.” The Company clanfies that the
$3,902,300 was for production maintenance labor expense.

'* The Stipulated Settlement Letter, Exhibit 1 at 11 cited MECO T-5 at 17. The correct reference should
be MECO T-5 at 29.
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an overall cost of service that fixes employee counts at a hypothetical end-of-period forecast
level, while not similarly and consistently annualizing customer growth, changes in energy usage
or changes in other expenses that are expected to occur in the forecast year. As a result, the
Consumer Advocate proposed a consolidated Production O&M labor expense adjustment of
$196,368 to reduce MECOQ'’s test year expense estimate for the labor costs associated with 2.5
employee positions. The proposed adjustment was based on the simple average of the
Company’s actual number of Production employees at the beginning and forecasted employee
count at the end of the test year (i.e., December 31, 2006 and December 31, 2007, respectively).
The adjustment reduced MECO’s Production O&M labor expense projection for the Maui, Lanai
and Molokai Divisions by $153,076, $42,274, and $1,018, respectively. It should also be noted
that the payroll adjustment (i.e., CA Adjustment C-13) encompassed all MECO expense account
blocks, including transmission and distribution (“T&D”), customer service, customer accounts,
and administrative and general (“A&G"). The settlement of the specific adjustments proposed
for T&D, customer service, customer accounts, and A&G is further discussed below. See
Stipulated Settlement Letter, Exhubit 1 at 11.

61. During the settlement discussions, the Company represented that an employee
was offered and accepted employment in December 2006, but began employment on January 3,
2007 for responsibility area (“RA™) “MGD.” In addition, since the position was filled in January
of 2007, MECO represented that the level of employees for RA “MGD” remained at a minimum
of 21 employees through September 2007. See response to CA-IR-112, updated September
2007, Attachment A at 7. Based on the above, MECO proposed to reduce the Consumer

Advocate’s Production labor expense adjustment by $40,257" (see Stipulated Settlement Letter,

¥ MECO T-11, Attachment 3(AAA) shows $40.258. The $1 difference is due to rounding.
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MECO T-11, Attachment 3(AAA)) to reflect this employee’s compensation in determining the
test year labor costs. After reviewing the information p_rovided by MECQ, the Consumer
Advocate agreed to revise its adjustment to reflect the compensation for 2.0 employees (versus
the 2.5 employees upon which the Consumer Advocate based its $196,368 adjustment),
recognizing that the MGD position was already included in MECO’s forecast employee count at
test year end. The result is a revised adjustment of $156,111, including $112,819 for the Maui
Division, $42,274 for the Lanai Division, and $1,018 for the Molokai Division. See Stipulated
Settlement Letter, MECO T-11, Attachments 3, 3(AA) and 3(A). For purposes of settlement,
MECO agrees to accept the Consumer Advocate’s revised adjustment. Stipulated Settlement
Letter, Exhibit 1 at 11-12.

62. Competitive Bidding Expense. As noted above, MECO increased its 2007 test
year estimate for other production O&M expense by $471,558 to include the additional costs
associated with competitive bidding activities. The $471,558 projection is comprised of $57,724
for labor (i.e., $52,839 + $4,885 = §57,724) and $413,834 for non-labor costs that are billed by
HECO as compensation for the competitive bidding support activities performed on behalf of
MECQO. Stipulated Settlement Letter, Exhibit 1 at. 12; see MECO response to CA-IR-317,
Attachment A, at 1; June 2007 Update, MECO T-5, Attachment 1.

63. In direct testimony, the Consumer Advocate did not object to the inclusion of the
additional labor expenses for staffing additions that are occurring in connection with the
reorganization and creation of HECO’s Power Supply System Planning Department, as
explained in MECO’s response to CA-IR-317, Attachment A. The Consumer Advocate noted
that the newly created positions have either been or will be filled by mid-year, and MECO has

included the labor costs associated with these positions using a half-year convention, which is
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consistent with the Consumer Advocate’:; approach to averqging the labor costs for new staff
positions. The Consumer Advocate maintained, however, that MECO had overstated the
additional non-labor expenses that will be incurred in 2007 for competitive bidding activities
because MECO’s projection is based on the average costs anticipated to be incurred in 2007,
2008 and 2009. The Consumer Advocate contended that MECO’s proposal to include costs that
will be incurred outside the test year in determining the test year competitive bidding expense is
not reasonable and violates the test year concept. See CA-T-3 at 24-25. As a result, the
Consumer Advocate proposed an adjustment of $275,684 to reduce MECO’s test year 2007 non-
labor competitive bidding expense, resulting in a test year non-labor estimate of $138,150 (i.e.,
$413,834 - $275,684) to be billed by HECO. The Consumer Advocate’s adjustment is based on
the updated 2007 estimate of $276,300 provided in MECO’s response to CA-IR-317, Attachment
A at 3, reduced by 50% to reflect the costs that are billed to MECO, or $138,150. Stipulated
Settlement Letter, Exhibit 1 at 12; see CA-T-3 at 27; CA-101, Schedule C-4.

64. For purposes of settlement, MECO accepts the Consumer Advocate’s proposed
adjustment, resulting in a total test year competitive bidding expense allocation from HECO of
$195,874, comprised of $57,724 for labor and $138,150 for non-labor costs. Stipulated
Settlement Letter, Exhibit 1 at 13.

65. Lube Oil Expense. Inits direct testimony, MECOQ’s consolidated test year

estimate for lube oil expense was $1,036,942, including $915,524 for the Maui Division,
$47,344 for the Lanai Division, and $74,074 for the Molokai Division. See MECO-509 at 1.
These amounts include lube oil requ.ired for. MECQO’s diesel generating units as well as its
combustion turbine (“CT"}) units. Stipulated Settlement Letter, Exhibit 1 at 13.

66. The Consumer Advocate proposed to reduce MECQO’s test year 2007 lube oil
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expense for its diesel units by $146,048 to correct an error made by MECO in calculating the
lube oil consumption rates for the Mitsubishi diesel units as shown in the response to CA-IR-
217, Attachment 1 and to reflect the last known actual unit prices. The $146,048 represents an
adjustment of $133,708, $4,135, and $8,205 to the Maui, Lanai and Molokai Divisions,
respectively, and is based on information provided by MECO in the Company’s confidential
response to CA-IR-326. Stipulated Settlement Letter, Exhibit 1 at 13; see CA-T-3 at 27-28; CA-
101, Schedule C-5.

67.  MECO accepts the Consumer Advocate’s proposed adjustment, resulting in a
consolidated test year estimate of $890,894, consisting of $781,816, $43,209, and $65,869 for
the Maui, Lanai and Molokai Divisions, respectively. Stipulated Settlement Letter, Exhibit 1 at
13.

68. Kahului Power Plant Structural Maintenance Expense. In its direct testimony,

MECO included $329,597 for Kahului Power Plant structural maintenance expense. See MECO
response to CA-1R-226, Attachment | at 2. These expenses reflect the costs of performing
periodic inspections, painting and repairs to the building and other structures at each generating
station. These activities and costs tend to fluctuate from year to year since discrete large
structural maintenance activities occur occasionally on an as-needed basis. Stipulated Settlement
Letter, Exhibit | at 13,

69.  The Consumer Advocate observed that MECO analyzed the historical expenditure
levels for structural station-wide maintenance activities at the Maalaea and Palaua stations and
calculated a normalized expense amount for ratemaking purposes as shown on MECO-WP-504f
and -504g. The Company did not, however, perform the same type of analysis for the structural

maintenance activity costs for the Kahului Power Plant. As a result, the Consumer Advocate
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proposed an adjustment of $78,146 to reflect a normalized Kahului Power Plant structural

maintenance expense, as reflected in MECQO’s response to CA-IR-226, Attachment 1 at 2;

Stipulated Settlement Letter, Exhibit 1 at 13; see CA-T-3 at 28-32; CA-101, Schedule C-6.

70. During the settlement discussions, MECO explained that the Company’s test year

projection of $329,597 for structural maintenance at the Kahului Power Plant (“KPP”) was

reasonable for the following reasons:

(1) The 2007 recorded expense for KPP structural maintenance through August 2007
is $247,844, and the total 2007 expense will exceed MECQ’s test year estimate of
$329,597. In September 2007, MECO issued a purchase order for $93,369 as part
of the cost to repair the verac on bulk tank #2, which will bring the 2007 recorded
expenses to at least $341,213.

(2) MECO has provided information on specific projects that indicate that the higher
test year level of expenses will continue through 2012. In addition, the recorded
KPP structural maintenance expense for 2006 of $293,212, was substantially
higher than the level of expenses incurred from 2001 through 2005, and indicates
that the higher level of KPP structural maintenance expense reflected in MECO’s
test year estimate began in 2006.

3) The Consumer Advocate’s statement that “after completion of the current cycle of
concentrated structural work at KPP, the normalized $251,451 amount included in
rates established in this proceeding will likely exceed the actual incurred annual
costs™ is not supported by any evidence of the level of structural maintenance

expenses beyond 2012,
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. (4) The rates established in this rate case are not expected to continue beyond 2012,
since MECO will likely have another rate case before 2013.
Stipulated Settlement Letter, Exhibit 1 at 13-14.
71.  Based on the above, for purposes of settlement, MECO and the Consumer
Advocate agreed to reverse the Consumer Advocate adjustment and include MECO’s test year

estimate of $329,597 for KPP structural maintenance expense, Stipulated Settlement Letter,

Exhibit 1 at 14.

72. Maalaea Power Plant NOx Water Expense. In its direct testimony, MECO
included $2.93,291 as a normalization adjustment for Nox water costs at the Maalaea Power
Plant. This amount was derived by calculating the water treatment expenses as a ratio of fuel
burn quantified for the test year and relies on the averaée incurred NOx water treatment expenses

. from 2003 through 2005, factored up for an assumed inflation increase and then divided by the
actual fuel burned during 2003-2005. The estimated cost factor was then multiplied by the test
year projected fuel burn barrels to calculate the adjusted test year expense of $293,291.
Stipulated Settlement Letter, Exhibit 1 at 14; see MECO-WP-504d."*

73.  Inits written testimony, the Consumer Advocate contended that MECO’s
adjustment appeared to be based on two flawed assumptions: () that NOx water treatment
expenses are subject to inflation, and (b) that NOx water treatment expenses always vary directly
with the amount of fuel being burned, with no efficiency gains achievable through improved
technology. These objections were based on the historical actual NOx water treatment expenses
and fuel burn quantities at Maalaea. In addition, the Consumer Advocate noted that MECO

made changes to its NOy water facilities that cause the historical water treatment costs as used in

' Stipulated Settlement Letter, Exhibit 1 at 14 incorrectly cited MECO-WP-501d. The reference should
be MECO-WP-504d.
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the Company’s normalization calculations to be unreliable in predicting future cost levels. Asa
result, the Consumer Advocate proposed an adjustment to reduce MECO test year 2007 Maalaea
Power Plant NOx water expense by $44,839, resulting in a test year projection of $248,452. The
adjustment effectively reversed the Company’s normalization adjustment and results in an
expense projection that represents the amount included in MECO’s 2007 budget prior to the
normalization adjustment proposed by MECO. Stipulated Settlement Letter, Exhibit 1 at 14-15;
see MECO-WP-504d;'* CA-T-3 at 33-34; CA-101, Schedule C-7.

74. For purposes of settlement, MECO accepts the Consumer Advocate’s proposed
adjustmént resulting in a test year expense for Maalaea Power Plant NOx water of $248,452.
Stipulated Settlement Letter, Exhibit 1 at 15.

75. Emission Fee Expense. MECO pays emission fees to the Hawaii Department of

Health (“DOH") as a contribution to the State’s clean air fund, based on the utility’s calculated
quantities of air pollution emissions at a dotlar per ton rate that is established by the DOH. In its
direct testimony, MECO included $404,998 for MECO’s consolidated test year emission fee
expense, including $363,987 for the Maui Division, $17,733 for the Lanai Division, and $23,278
for the Molokai Division. See MECO responses to CA-IR-104 at 2; CA-IR-2, Attachment 30a.
Subsequently, MECO revised its emission fee expense for test year 2007 to $463,562, to reflect a
higher emission fee rate of $57.14 per ton. Stipulated Settlement Letter, Exhibit | at 15; see
MECO response to CA-IR-327, Attachment A.

76. In its written testimony, the Consumer Advocate noted that while in most
historical years the calculated fees are assessed by and paid to the DOH, in some pnor years such
fees have been entirely waived. As a result, the Consumer Advocate proposed an adjustment to

normalize the test year emission fee expense projection and recognize that in some years, the



fees have been \;vaived and not paid to the DOH. The Consumer Advocate’s adjustment reduced
MECO consolidated 2007 test year expenses for emission fees by $16,182, including reductions
of $7,389, $3,800, and $4,993, for the Maui, Lanai, and Molokai Divisions, respectively. The
adjustment was made to MECO's updated test year emission fee estimate set forth in the
Company’s response to CA-IR-327 and effectively reduced such amounts by 3/13ths because
MECO has only paid emission fees in 10 of the last 13 years. In support of its adjustment, the
Consumer Advocate observed that its proposed édjustment is consistent with the adjustments
made by the Company in the most recent HECO and HELCO rate cases. Stipulated Settlement
Letter, Exhibit 1 at 15; see CA-T-3 at 36; CA-101, Schedule C-8.

77. For purposes of settlement, MECO accepts the Consumer Advocate’s proposed
adjustment, resulting in a consolidated test year expense for emission fees of $388,818,
consisting of $356,598, $13,933 and $18,285 for Maui, Lanai and Molokai Divisions,
respectively. Stipulated Settlement Letter, Exhibit 1 at 15,

b.

Transmission and Distribution Operations and Maintenance Expenses

78.  T&D O&M expense includes the labor and non-labor items incurred in the
operation and maintenance of MECO’s T&D system. These items are captured in the following

NARUC series of accounts:

560-567 - Transmission Operation Expenses
568-573 - Transmission Maintenance Expenses
580-589 - Distribution Operation Expenses
590-598 - Distribution Maintenance Expenses

Stipulated Settlement Letter, Exhibit 1 at 15-16.
79.  Inits direct testimony, MECO stated that its 2007 T&D O&M expense forecast is

greater than the trend at which the Company’s T&D expenses have generally increased on an
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annual basis since 2001 due to increased vegetation management efforts, system plant aging,
increased inspections, and technological changes and improvements, as well as other factors such
as increased labor cost, cost of materials, growth in the T&D utility plant, mapping expenses,
and staffing changes.

80. MECO’s total test year T&D O&M expense projections on a consolidated and

island-by-island basis are as follows:

T&D O&M Expenses
MECO Test Year Estimate
Transmission Distribution Total ' Source
Maui Division $2,243,594 $5,644,523 $7,888,117 MECO-602
Lanai Division $0 $238,407 $238,407 MECO-602
Molokai Division $33,144 $453,673 $486,817 MECO-602
Total Company $2,276,738 $6,336,603 $8,613,341 MECO-602

Stipulated Settlement Letter, Exhibit | at 16.

81.  Inits direct testimony, the Consumer Advocate’s proposed T&D O&M expense

projections on a consolidated and island-by-island basis were as follows:

T&D O&M Expenses
Consumer Advocate Test Year Estimate
Transmission Distribution Total Source
Maui Division $2,023,286 $5,139,696 $7,162,982 gf;\t-lloz, Schedule
Lanai Division $0 $237,334 $237,334 8:[1103’ Schedule
Molokai Division $31,090 $426,490 §457,580 | Arl0% Schedule
Total Company §2,054,376 $5,803,520 $7,857,896 | CA-101, Schedule
Cat 1

Stipulated Settlement Letter, Exhibit 1 at 16.
32. The Consumer Advocate’s recommendation differed from MECQO’s due to the

following two adjustments proposed by the Consumer Advocate:
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(n an adjustment to reduce the labor costs associated with new employee positions
that have not been filled for the entire 2007 test year (see CA-T-1 at 67:79; CA-
161, Schedule C-13); and
(2) an adjustment to normalize the T&D O&M non-labor outside contract services
expense estimate._
Stipulated Settlement Letter, Exhibit 1 at 16-17.
83.  For purposes of settlement, MECO and the Consumer Advocate have reached
agreement on both of the above adjustments, as described in greater detail below. The resultis a

total test year T&D O&M expense projection on a consolidated and island-by-island basis as

follows:'®
T&D O&M Expenses
Transmissions Distribution Total
Maui Division $2,063,759 $5,242,718 $7,306,476
Lanai Division $0 $246,108 $246,108
Molokai Division $30,955 $424,825 $455,780
Total Company $2,094,713 $5,913,651 $8,008,364

Stipulated Settlement Letter, Exhibit 1 at 17; Statement of Probable Entitlement, Exhibits 1-4 at

1.

84, Payroll Expense Adjustment. In its direct testimony, MECO proposed to include

$774,690 of transmission labor expense and $3,648,461 of distnbution labor expense in‘the 2007
test year. MECO-603 at 1-2. This amount included the costs associated with five additional
positions (i.e., a vehicle mechanic, an environmental specialist, a senior inspector, a system
inspector and a T&D analyst) in the T&D Department, two additional positions (i.e., a staff

engineer and a customer designer) in the Engineering Department (MECO T-6 at 35-37) and

'® Note: slight difference due 1o rounding.

32




certain positions that were unfilled at the beginning of the test year. The Company’s 2007 test
year labor expense reflected palyroll costs associated with a staff of 111 in the T&D Department
and 31 in the Engineering Department for the-entire test year compared to 96 employed in the
T&D Department and 29 employed in the Engineering Department at the end of December 2006.
As of September 2007, the T&D Department and the Engineering Department had headcounts of
108 and 31, respectively. Stipulated Settlement Letter, Exhibit | at 17; MECO response to CA-
IR-112.

85.  For the reasons discussed above, the Consumer Advocate proposed a consolidated
T&D O&M labor expense adjustment of $185,006 to reduce MECO’s test year labor expense
estimate for the labor costs associated with 8.5 employee positions. The proposed adjustment
was based on the simple average of the Company’s actual number of T&D employees at the
beginning and the forecasted employee count at the end of the test year (i.e., December 31, 2006
and December 31, 2007, respectively). The adjustment reduced MECO’s T&D O&M labor
expense projection for the Maui, Lanai and Molokai Divisions by $179,355, §3,715, and $1,935,
respectively. Stipulated Settlement Letter, Exhibit 1 at 17-18.

86.  During the settlement discussions, the Company represented that an employee
was offered and accepted employment in November 2006, but began employment on January 15,
2007 for RA “MDE.” In addition, since the position was filled in January 2007, MECO
represented that the level of employees for RA “MDE” remained at a minimum of 10 employees
through September 2007. See response to CA-IR-112, updated September 2007, Attachment A
at 7. Based on the above, MECO proposed to reduce the Consumer Advocate’s T&D labor
expense adjustment by $26,881 (see Stipulated Settlement Letter, MECO T-11, Attachment

3(AAA)) to reflect this employee’s compensation in determining the test year labor costs. After

33



reviewing the information, the Consumer Advocate agreed to revise its adjustment to reflect the
compensation for 8.0 employees (versus the 8.5 employees upon which the Consumer Advocate
based its original adjustment), recognizing that the MDE position was already included in

MECO’s forecast employee count at test year end. Stipulated Settlement Letter, Exhibit 1 at 18.

87. Further, the Company represented that in the first six months of 2007 it incurred
unbudgeted overtime for RAs “MDK" and “MDR” and proposed reducing the Consumer
Advocate’s T&D labor expense adjustment by an additional $130,972. After reviewing the
information the Consumer Advocate contended that its concerns were not entirely alleviated with
the additional information provided by MECO. In the interest of compromise, however, the
Consumer Advocate analyzed the additional information supplied by MECO and agreed, for
purposes of settlement, to revise its adjustment to recognize a partial offset of $45,700 for
additional overtime compensation for RAs MDK and MDR. See Stipulated Settlement Letter,
MECOQ T-11, Attachments 3(AA) and 3(B). Stipulated Settlement Letter, Exhibit 1 at 18.

88.  The revisions discussed above reduced the Consumer Advocate’s adjustment
decreasing the consolidated T&D O&M labor expense by $112,426, including reductions of
$110,233 for the Maui Division, $1 ,OSé for the Lanai Division, and $1,135 for the Molokai
Division. See Stipulated Settlement Letter, MECO T-11, Attachments 3 and 3(AA). For
purposes of settlement, MECO accepts the Consumer Advocate’s revised adjustment. Stipulated
Settlement Letter, Exhibit | at 18.

89.  OQutside Services Adjustment. MECO’s 2007 test year estimate for T&D
expenses included $2,071,455 of outside services costs, of which $898,023 was for vegetation
management. The remainder was for other outside services for specialized functions such as

steel pole maintenance, helicopter work, road maintenance, maintenance of proprietary software
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and waste oil disposal. Stipulated Settlement Letter, Exhibit 1 at 18; response to CA-IR-338.

90. [n direct testimony, the Consumer Advocate proposed a consolidated T&D O&M
non-labor expense reduction of $570,440, including $545,780 for the Maui Division (see CA-
102, Schedule C-19), $(2,642) for the Lanai Division (see CA-103, Schedule C-19), and $27,302
for the Molokai Division (see CA-104, Schedule C-19) to normalize the outside contract services
expense for the 2007 test year. The adjustment was based on the three-year average of costs
incurred from 2005 through 2007 since the Consumer Advocate noted that the T&D outside
service costs fluctuated from year-to-year. Stipulated Settlement Letter, Exhibit 1 at 18-19; see
CA-T-1 at 97-99; CA-101, Schedule C at 4 and Schedule C-19.

gl. During the settlement discussions, the Company agreed that an adjustment may be
warranted to its oniginal consolidated outside service forecast of $2,071,455, but disagreed as to
the amount of the adjustment. MECO proposed to reduce the Consumer Advocate’s
consolidated adjustment by $177,889, resulting in a consolidated outside service projection for
the test year of $1,678,904. This amount was: (1) based on a five- versus three-year average of
outside services expense in order to mitigate the reduced spending that occurred in 2005 and
2006; and (2) reflected the normalization reductions that were made by MECO to the Company’s
outside services expense projection to offset the higher than budgeted annual production
maintenance expenses for 2007. Stipulated Settlement Letter, Exhibit 1 at 19; see Stipulated
Settlement Letter, MECO T-6, Attachment 4.

92. After rev'iewing this information, the Consumer Advocate agreed, in the interest
of compromise and to settle this issue, to revise its adjustment by $77,889 (see Stipulated
Settlement Letter, MECO T-6, Attachment 4) to reflect a five-year average for outside services

expense. For purposes of settlement, the Company accepts the Consumer Advocate’s revised
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adjustment. As a result, the Parties agree on a total consolidated T&D O&M non-labor
consolidated outside services projection of $1,578,904. The expense related adjustment reducing
expense by $492,551, including a $471,;408 reduction for the Maui Division, an $8,759 increase
for the Lanai Division, and a $29,902 reduction for the Molokai Division. Stipulated Settlement
Letter, Exhibit | at 19; see MECO T-6, Attachment 4.

3

Customer Accounts Expenses, Allowance for Uncollectibles, and Customer Service Expense

a.

Customer Accounts

93. Customer Accounts expenses are those expenses primarily related to managing
and maintaining services and information related to customer account services and customer
account management. See MECO T-7 at 3. The type of activities associated with the Customer
Accounts expenses {and that are performed by the Company’s Customer Service Department)
include: (1) customer billing and mailing, (2) meter reading, (3) collecting and processing
payments, (4) handling customer inquiries, (5) maintaining customer records, (6) managing
delinquent and uncollectible accounts, and (7) conducting field services and investigations. In
addition, Customer Accounts expenses include the Allowance for Uncollectible Accounts (i.e.,
Account No. 904) as described further below. Stipulated Settlement Letter, Exhibit 1 at 19; See
MECO T-7 at 4.

94. In its direct testimony, MECQ’s total projected consolidated test year Customer
Accounts expenses amounted to $3,300,000. See MECO T-7 at 2. As such, without including
an allowance for uncollectible accounts expenses, the_ projected consolidated test year Customer

Accounts expenses are estimated to be $3,086,000 (i.e., $3,300,000 (MECO-701) less
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uncollectibles of $214,000 (MECO-711 at 1)). "As indicated herein, the Company’s projections
for Customer Accounts expenses were based on either recorded averages, historical trends,
adjusted for special situations or recent changes that will result in matenial impacts. Stipulated
Settlement Letter, Exhibit 1 at 19-20.

95.  Inats direct testimony, the Consumer Advocate recommended a test year
consolidated customer accounts expense estimate of $3,015,659 (CA-101, Schedule C at 1),
excluding allowance for uncollectible accounts, resulting in a reduction of approximately
$70,000 (i.e., $70,341 rounded) to the Company’s projected consolidated test year labor cost
estimate. Stipulated Settlement Letter, Exhibit 1 at 20; see CA-101, Schedule C at 3; CA-101,
Schedule C-13.

96. For purposes of settlement, MECO and the Consumer Advocate have reached
agreement on the payroll adjustment as discussed below. As a result of the above stipulated
adjustment in connection with payroll expense adjustment for Customer Accounts, noted above,
the Parties agreed on a consolidated test year estimate of $3,017,000 (i.e., $3,017,329 rounded)
for Customer Accounts expenses, excluding the allowance for uncollectible accounts, consisting
of $2,709,329 for the Maui Division, $139,000 for the Lanai Division and $169,000 for the
Molokai Division. Stipulated Settlement Letter, Exhibat 1 at 20.

97. Payroll Expense Adjustment. For the reasons discussed above, in its direct

testimony, the Consumer Advocate proposed a consolidated (and Maui Division) Customer
Accounts O&M labor expense adjustment of $70,341 to reduce MECO’s test year labor expense
estimate for the labor costs associated with 0.5 employee positions plus allocated tabor expense
for production, transmission and distribution RAs. The proposed adjustment was based on the

simple average of the Company’s actual beginning of year and forecasted end of year Customer
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Accounts employee count (i.e., December 31, 2006 and December 31, 2007, respectively).
Stipulated Settlement Letter, Exhibit 1 at 20; see CA-T-1 at 67-79; CA-101, Schedule C-13.

98. During the settlement discussions, the Company represented that in the first six
months of 2007, it incurred unbudgeted overtime for RA “MDR?” and, therefore, proposed
reducing the Consumer Advocate’s Customer Accounts labor expense adjustment of $70,341 by
$1,670. See Stipulated Settlement Letter Attachment Stipulated Settlement Letter, MECO T-11,
Attachment 3(AAA), and the Payroll Expense Adjustment section for T&D above. After
reviewing the information, the Consumer Advocate agreed to revise its consolidated (and Maui
Division) proposed adjustment to $68,671. See Stipulated Settlement Letter Attachment
Stipulated Settlement Letter, MECO T-11, Attachments 3, 3(AA) and 3(C). For purposes of
settlement, MECO accepted the Consumer Advocate’s revised adjustment. Stipulated Settlement
Lf;lter, Exhibit 1 at 20.

b.

Allowance for Uncollectible Accounts

99. In its direct testimony, MECQ’s test year consolidated allowance for uncollectible
accounts was estimated to be $214,000 at present rates (consisting of $200,000, $6,000 and
$8,000 for the Maui, Lanai and Molokai Divisions, respectively), and $225,000 (consisting of
$209,000, $7,000 and $9,000 for the Maw, Lanai and Molokai Divisions, respectively) at
proposed rates. See MECO-711 at 1. The test year estimate of uncollectibles differs between
present and proposed rates because the amount is based upon the Company’s electric sales
revenues multiplied by an *“‘uncollectible factor” (aka, Percentage of Electric Sales Revenues
methodology). See MECO T-7 at 28. As such, the proposed rates for the total Company and by

Division (Maui, Lanai and Molokai) were based on the application of an “uncollectible factor” of
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0.06% to test year revenues at present and proposed rates. Stipulated Settlement Letter, Exhibit
1 at 20-21; see MECO-WP-711 at 1.

100. The Consumer Advocate, in its direct testimony accepted the $214,000 test year
consolidated allowance for uncollectible accounts expense amount, at present rates, as
reasonable, as it believed such amount is consistent with recently incurred amounts of
uncollectibles actually written off by MECO. See CA-T-3 at 44. However, the Consumer
Advocate disagreed with MECQ utilizing the “Percentage of Electric Sales Revenue”
methodology for calculating the allowance for uncollectible accounts expense amount, at
proposed rates. The Consumer Advocate thus recommended that the rate increase granted in this
proceeding not be factored up by $11,000 (as initially proposed by MECO) for presumed
increases in uncollectible expenses, at proposed rates, because the Consumer Advocate
contended that there is an “absence of a linear relationship between revenues and uncollectibles.”
Thus, the Consumer Advocate included a zero value in its Revenue Conversion Factor schedule
set forth in CA-101, Schedule A-1, line 7. Stipulated Settlement Letter, Exhibit 1 at 21; see
CA-T-3 at 44-46.

101.  Inresponse to the Consumer Advocate’s direct testimony and during settlement
discussions, the Company disagreed with the Consumer Advocate’s recommendation that the
rate increase granted in this proceeding not be factored up by 0.06% for increases in
uncollectible expenses for the following reasons. First, MECO believed that there is and will
continue to be a linear relationship between revenues and uncollectible expenses because as
electric sales revenues increase for MECO due to the proposed rate increase, thé corresponding

amount of uncollectible dollars can be expected to increase proportionately. See MECO T-7 at

28. Second, allowing the rate increase granted to be factored up by 0.06% for increases in




uncollectible expenses is consistent with such adjustment allowed at proposed rates in HELCO’s
most recent rate case (i.e., Interim Decision and Order No. 23342, dated April 4, 2007 Docket
No. 05-0315 (“Interim D&O 23342™)."7 Third, its “uncollectible factor” factor of 0.06% is
reasonable, as it was based on the latest recorded year actual write-offs at the time of the
Application and direct testimonies were filed (i.e., calendar year-end 2005 recorded net write-off
of 0.0546% rounded, which was used in direct testimony; the calendar year-end 2006 recorded
net write off was 0.0-6%),]El which is also akin to the methodology used by HELCO in Docket
No. 05-0135, but different from the historical 10-year average methodology used in HECO’s
most recent rate case (Docket No. 2006-0386). The 0.06% factor is near the lowest amount in
comparison to the past five years which ranged from a high in December 2001 0of 0.1172% to a
low of 0.0546% in December 2005. See MECO T-7 at 29. Further, in response to CA-IR-353.b,
the Company stated that it anticipates that uncollectible write-offs may be higher than the test
year es;imate, if write-offs continue at the rate recorded through July 2007."° Finally, the
“Percentage of Sales Revenue” methodology for both present and proposed rates has been
accepted by the Commission in several previous rate case proceedings. See Interim Decision
and Order No. 22050 in Docket No. 04-0113, dated September 27, 2005 (“Interim D&O
22050™), for HECO’s 2005 test year, Decision and Order No. 14412, dated December 11, 1995,
in Docket No. 7766 for HECO’s 1995 test year; and Decision and Order No. 16922, dated April
6, 1999, in Docket No. 97-0346, for MECO’s 1999 test year. Stipulated Settlement Letter,

Exhibit 1 at 21-22.

102.  During the settlement discussions and in recognition of the fact that the

" Such a factor up was not allowed in the Stipulation resolving HECO Docket No. 2006-0386 and will be reviewed
by the Consumer Advocate on a case-by-case basis in future proceedings.

'* The calendar year-end 2006 recorded net write-off percentage was provided in the response CA-IR-138,
Attachment A.

1 YTD July 2007 cumulative write-offs = $139.756 times 12/7 = $239,582.
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consolidated write-off factor has been relatively low and stable since 2004, the Consumer
Advocate accepted the Company’s proposal to use the 0.06% write-off factor at proposed rates in
this Docket. Thus, for purposes of settlement, the Parties agreed on the 0.06% uncollectible
factér proposed by MECO multiplied against electric sales revenue at proposed rates to
determine the allowance for uncollectible accounts at proposed rates. Based on the foregoing,
the Parties agreed with the consolidated test year allowance for uncollectible accounts expense
estimate of $214,000 and $222,000 at present and proposed rates, respectively, based on the
application of the 0.06% uncollectible factor to electric sales revenues. The $222,000 of
uncollectibles consists of $206,000 for the Maui Division, $7,000 for the Lanai Division and
$9,000 for the Molokai Division. Stipulated Settlement Letter, Exhibit 1 at 22.

C.

Customer Service Expense

103. Customer Service expenses represent costs incurred by the Company to perform
activities that are primarily related to responding to customer requests and inquiries, and
providing educational information on, among other things, energy conservation, renewable
energy, and electrical safety. Included in customer service expense are (1) labor and non-labor
costs for the Company’s Administration Department and the Administration, Commercial
Services and integrated resource planning (“IRP"} Divisions of the Customer Service
Department to provide information and assistance toward encouraging safe, efficient, and
economical use of the company’s electric services, and (2) labor and non-labor costs for IRP that
were previously incremental costs recovered through the IRP Cost Recovery Provision and are
now proposed by MECO to be recovered through base rates. Stipulated_ Settlement Letter,

Exhibit | at 22; see MECO T-8 at 2-3.
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104,

The test year customer service expense proposed by MECO in its direct testimony

and June 2007 Update and the test year estimate proposed by the Consumer Advocate in its

direct testimony are as follows:

Consumer
Customer Service MECO Direct* | MECO Update 81 Advocate Direct ©
Maui Division $1,538,000 $1,740,000 $1,161,035
Lanai Division $1,000 $1,000 $1,000
Molokai Division $2,000 $2,000 $2,000
Total Company $1,541,000 $1,743,000 $1,164,035
References:

A - MECO-801

B — June 2007 Update, MECO T-8, filed 7/12/07; Update Attachment A at 1-3.
C — CA-102, Schedule C at 1; CA-103, Schedule C at 1; CA-104, Schedule C at
l; CA-101, Schedule C at 1 for the Maui, Lanai, Molokai and Consolidated
operations, respectively.

Stipulated Settlement Letter, Exhibit 1 at 22-23.

105.

The difference between the Company’s and the Consumer Advocate’s projections

are due to the following four adjustments proposed by the Consumer Advocate:

(D

@)

(3)

an adjustment to reclassify MECOQO’s projected demand-side management
{“DSM™) labor and related on-costs labor overheads from base rates and instead
continue to recover such costs in the [RP surcharge (see CA-102, Schedule C-9;
CA-102, Schedule C at 2),

an adjustment to reduce MECQ’s projected IRP non-labor expenses (see CA-102,
Schedule C-10; CA-102, Schedule C at 3);

an adjustment to reduce the allocation from HECO RA “PNG"” for marketing
support expenses that are projected to be incurred on behalf of MECO (see CA-

102, Schedule C-11; CA-102, Schedule C at 3); and
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. (4) an adjustment to reduce MECO’s projected customer service labor costs (see CA-
101, Schedule C-13; CA-102, Schedule C at 3).
Stipulated Settlement Letter, Exhibit | at 23.
106. As aresult of the settlement discussions, the Parties have reached agreement on
all four adjustments, as described in greater detail below. The result is a test year 2007 customer

service expense projection as follows:

Customer Service Expense Agreement of Parties
Maui Division $1,312,586
Lanai Division £1,000
[ Molokai Division $2,000
Total Company $1,315,586

Stipulated Settlement Letter, Exhibit 1 at 23.

. 107. DSM Employee Reclassification Adjustment. In the June 2007 Update for
MECO T-§, MECO increased customer service labor cost for the Maui Division by $202,000 to
reflect the labor costs of three MECO employees (i.e., an Energy Efficiency Program Manager-
Commercial & Industrial, an Energy Efficiency Program Manager-Residential and a Clerk
Typist [II-DSM). See June 2007 Update, MECO T-8, and Update Attachment A at 1-3. The
inclusion of the l[abor costs for these three employees in the test year revenue requirement also
required adjustments for certain on-costs (i.c., the administrative expenses and employee benefit
expenses transferred to capital and other accounts reflected in NARUC account nos. 922 (MECO
expense element 406) and 926 (MECO expense element 422), respectively, and the projected test
year payroll taxes). See June 2007 Update, MECO T-8. MECO’s proposal to inc.lude the labor
and labor related costs for these employees in base rates resulted from Decision and Order No.

. 23258 (“D&O 23258 in Docket No. 05-0069, wherein the Commission stated that “labor costs

shall be recovered through base rates and all other DSM-related utility-incurred costs shall be
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. recovered through a surcharge.” Stipulated Settlement Letter, Exhibit | at 23-24; see D&O
23258 at 51.

108. In its direct testimony, the Consumer Advocate proposed a $319,000 reduction for
the Maui Division (see CA-102, Schedule C at 2; CA-102, Schedule C-9) to remove the test year
proposed level of DSM program labor and labor related on-costs of the three positions from base
rates and instead have these costs recovered through the IRP surcharge. CA-102, Schedule C-9
reflects that the $319,000 was comprised of $201,850 for direct labor to the Customer Service
Expense, $101,967 for employee benefits and overheads and $15,183 for payroll taxes. In
support of its recommendation, the Consumer Advocate contended that without the proposed
reclassification of the DSM labor and related expenses to be recovered in the IRP surcharge,
there is no ability to remove the DSM program costs that are embedded in base rates absent a

. utility rate case, once responsibility for DSM program administration is transferred from the
utility to a third-party administrator. Stipulated Settlement Letter, Exhibit 1 at 24; see CA-T-3 at
53-55.

109. The Company accepts the Consumer Advocate’s recommendation for pu-rposles of
settlement and agrees to remove the labor and related on-costs associated with these three
employees from the test year revenue requirement and instead recover these costs through the
IRP surcharge. In addition, if the Company continues to incur labor costs for the management of
the energy efficiency programs after the transition to a non-utility market structure (expected to
occur in or about January 2009) MECO should be able to continue recovering such costs through
the DSM component of the IRP cost recovery provision (“DSM Surcharge”). This recovery is to
compensate MECO for the actual expenses incurred as a result of such market structure. For

. example, MECO may be required to collect the public benefits charge through the existing IRP
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Surcharge, and thus may be required to incur costs to administer the public benefits fund or to
ensure a smooth transition to a non-utility structure, as required by Order No. 2368.1, Docket No.
2007-0323. Stipulated Settlement Letter, Exhibit 1 at 24.

110.  Based on the above, MECO and the Consumer Advocate agree to reduce the costs
of the Customer Service labor expenses for the Maui Division by $202,000 and making
appropriate adjustments to the associated overhead costs to the appropriate accounts for the Maui
Division: $23,500 to administrativé expenses transferred, $78,500 to employee benefits
transferred; and $15,000 to payroll taxes, as further discussed herein. Stipulated Settlement

Letter, Exhibit | at 24; see June 2007 Update, MECO T-8, and Update Attachment A.

I11.  IRP Non-Labor Expense Adjustment. In direct testimony, MECO included
£696,000 in its Maui Division test year estimate for non-labor IRP costs See MECO-812,
MECO-WP-812. This amount reflected a three-year average of actual 2005, part actual and part
forecast 2006 (i.e., January to July actual and August to December forecast) and forecast 2007
(MECO-812) expenses, consistent with the methodology used to derive the normalized IRP
general planning costs to be recovered in base rates.”® Stipulated Settlement Letter, Exhibit 1 at
25.

112. Inits direct testimony, the Consumer Advocate accepted the three-year averaging
approach that had been accepted by the Commission (see response to CA-IR-411.¢), but

proposed to calculate the three-year average based on the actual 2005, 2006 and assumed ratable

20 See Docket No. 99-0207, HELCO 2000 Test Year Rate Case, Decision and Order No. 18365, filed on February
8, 2001 at 19-21, for the source documents, calculations and references related to the determination of the IRP costs
to be included in base rates. See Docket No. 04-0113, HECO 2005 test year rate case — Stipulated Settlement Letter.
filed on September 16, 2005, Exhibit I1 at 6, and HECO-1029, for the source documents and calculations used to
determine the IRP costs to be included in base rates in Interim Decision and Order No. 22050. See Docket No. 05-
0315 Intenm Decision and Order No. 23342, HELCO 2006 test year rate case, filed on April 4, 2007, Exhibit A at 1,
Customer Service Expense, and HELCO T-8 at 16-17, and HELCO RT-8 at 6, for the source documents and
calculations used to determine the IRP costs to be included in base rates in the latest HELCO rate case, Docket No.
05-0315.
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. continued spending in 2007, based on actual year-to-date August 2007 spending by MECO. See
CA-T-3 at 58. The three-year average expense proposed by the Consumer Advocate is $497,627
{see CA-102, Schedule C-10), which results in a proposed reduction of $198,217 to MECO’s
projected non-labor IRP planning costs for the 2007 test year revenue requirement. Stipulated
Settlement Letter, Exhibit 1 at 25; see CA-102, Schedule C-10; CA-102, Schedule C at 3.
113.  During the settlement discussion, MECO agreed to the methodology used by the
Consumer Advocate, but recommended that the computation take into consideration the updated
forecast for the remaining months in 2007, as reflected in MECO’s response to CA-IR-362,
Attachment A (updated September 27, 2007). This updated forecast was derived by MECO after
reviewing each line item and estimating the cost for known activities that are expected to be
incurred for the rest of the year including studies related to IRP planning best practices, and
. long-term peak forecasting. MECO thus proposed that the test year IRP general planning costs
be $532,029, which is $164,000 ($163,815 rounded up) lower than the Company’s original test
year estimate of $696,000 for the Maui Division. Stipulated Settlement Letter, Exhibit 1 at 25;
see Stipulated Settlement Letter, MECO T-8, Attachment 1.
114.  For purposes of settlement, the Consumer Advocate agreed to MECO’s settlement
proposal. As a result, the Parties agree to reflect $532,029 of IRP general planning costs in the
test year revenue requirement. Stipulated Settlement Letter, Exhibit 1 at 25.

- 115,  HECO PNG Marketing Support Adjustment. In direct testimony, MECO

included $47,531 in its 2007 test year Maui Division estimate to reflect the intercompany
charges from HECO (RA PNG) for marketing support provided on MECO’s behalf. Stipulated

Settlement Letter, Exhibit 1 at 26; see response to CA-IR-2 for MECO T-8, Attachment B at 11.

. 116. Inits written testimony, the Consumer Advocate expressed a concern with the
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reaso.nableness of MECO’s projection, noting that the amount is significantly higher than the
actual charges that were incurred in each of the past three years. See CA-T-3 at 59. As a result,
the Consumer Advo_cate proposed an adjustment of $28,476, to reflect $19,055 in the test year
customer service projection. The Consumer Advocate’s recommendation was based on the
three-year average of the actual allocation for the years 2004, 2005 and 2006. Stipulated
Settlement Letter, Exhibit 1 at 26; see CA-102, Schedule C-11; CA-102, Schedule C at 3.

117.  For purposes of settlement, the Company agrees to reduce the test year estimate of
| intercompany charges from HECO’s PNG RA for marketing support by $28,000 (i.e., $28,476
rounded). Stipulated Settlement Letter, Exhibit 1 at 26.

118. Payroll Expense Adjustment. For reasons discussed above, the Consumer

Advocate proposed a MECO consolidated (and Maui Divisi_on) Customer Service labor expense
adjustment of $33,272, based on the simple average of the Company’s actual beginning and
forecasted end of year Customer Service employee count (i.e., December 31, 2006 and
December 31, 2007, respectively). For purposes of settlement, MECO agrees to accept the

Consumer Advocate’s adjustment. Stipulated Settlement Letter, Exhibit 1 at 26; see Stipulated

Settlement Letter, MECO T-11, Attachments 3 and 3(D).

4.

Administrative and General Expenses
119. A&G expenses represent a diverse group of expenses under the NARUC Uniform
System of Accounts (“USOA™), which the Commission has directed MECO to follow. MECO

T-9 at 4. Test year A&G O&M expense for consolidated MECO was estimated to be

$13,559,700 in direct testimony (see MECO-901 at 20), which was comprised of $12,549,600

for the Maui Division, $343,700 for the Lanai Division, and $666,400 for the Molokai Division




(see MECO-901 at 5, 10 and 15, respectively). The direct testimony estimate was increased by
$322,200 to an updated total of $13,881,900 in the Company’s June 2007 Update for MECO T-
9, which was comprised of $12,855,100 for the Maui Division, $350,300 for the Lanai Division
and $676,500 for the Molokai Division (see Attachment 1 of the Update at 20, 5, 10 and 15,
respectively, filed on July 10, 2007). Stipulated Settlement Letter, Exhibit | at 26-27.

120.  In its written testimony, the Consumer Advocate recommended a test year
expense estimate of $13,400,601 (CA-101, Schedule C at 1) for consolidated MECO, resulting in
a reduction of $481,299 to the Company’s June 2007 Update estimate (a reduction of $159,099
from the Company’s direct testimony estimate). Stipulated Settlement Letter, Exhibit 1 at 27.

121.  The test year A&G O&M expenses proposed by MECO in its direct testimony
and June 2007 Update and the test year estimate proposed by the Consumer Advocate in its

direct testimony are as follows:

Consumer
A&G O&M MECO Direct® | MECO Update® | Advocate Direct ©
Maui Division $12,549,600 $12,855,100 $12,397,704
Lanai Division $343,700 $350,300 $341,026
Molokai Division $666,400 $676,500 $661,871
Total Company $13,559,700 $13,881,900 $13,400,601

References:

A —MECO-901 at 5, 10, 15, and 20, for Maui, Lanai, Molokai and MECO consolidated,
respectively.

B — June 2007 Update, MECO T-9, filed 7/10/07; Update Attachment 1 at 5, 10, 15, and
20, for Maui, Lanai, Molokai and MECO consolidated, respectively.

C — CA-102, Schedule C at 1; CA-103, Schedule C at 1; CA-104, Schedule C at 1; CA-
101, Schedule C at 1 for the Maui, Lanai, Molokai and Consolidated operations,
respectively.

Stipulated Settlement Letter, Exhibit 1 at 27.

122, The difference between the Parties resulted from the following six adjustments
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. proposed by the Consumer Advocate:

(D

(2)

&)

Q)

(5)

(6)

an adjustment to remove the labor costs associated with new employee positions
that have not been filled for the entire 2007 test year (see CA-T-1 at 67-79; CA-
101, Schedule C at 3; CA-101, Schedule C-13),

an adju.stment to reduce MECOQ’s projected employee benefits expense to
correspond with the Consumer Advocate’s recommended labor cost adjustments
as discussed above (see CA-101, Schedule C at 3; CA-101, Schedule C-14);

an adjustment to remove the Company’s pension asset amortization {(see CA-101,
Schedule C at 3; CA-101, Schedule C-16);

an adjustment to normalize the non-EPRI research and development expense that
is included in MECO’s test year expense projection (see CA-101, Schedule C at
3; CA-101, Schedule C-17);

an adjustment to remove a software amortization that is expiring in September
2007 (see CA-101, Schedule C at 4: CA-101, Schedule C-18); and

an adjustment to normalize the Ho’omaika’i award costs (see CA-101, Schedule

C at 4; CA-101, Schedule C-20).

Stipulated Settlement Letter, Exhibit 1 at 27-28.

123.

For purposes of settlement, MECO and the Consumer Advocate have reached

agreement on all six adjustments, as described in greater detail below. The result is a test year

estimate of $13,306,347 for MECQ consolidated, which is comprised of $12,303,194 for the

Maui Division, $341,176 for the Lanai Division and $661,977 for the Molokai Division. The

agreed upon test year estimate is $575,553 less than MECO’s June 2007 Update estimate and

also reflects the removal of corporate administration and employee benefits expenses associated
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with the reclassification of the DSM Program expenses for the three Customer Service
employees whose labor costs are to be recovered through the IRP surcharge, as opposed to base
rates, as discussed above. The test year estimate for A&G O&M expense based on the

agreement of the parties is summarized as follows:

A&G O&M Expense Agreement of Parties
Maui Division $12,303,194
Lanai Division $341,176
Molokai Division £661,977
Total Company $13,306,347

Stipulated Settlement Letter, Exhibit 1 at 28.

124. Employee Count Adjustment. In CA-T-1 {CA-101, Schedule C-13), the

Consumer Advocate initially proposed a consolidated A&G O&M labor expense adjustment of
$5,041 based on the same methodology and rationale for the proposed payroll adjustments to the
other functional expenses (CA-101, Schedule C-13) - i.e., the simple average of the Company’s
actual A&G employee count at the beginning of the year and the end of year estimate (i.e.,
December 31, 2006 and December 31, 2007, respectively). During the settlement discussions,
the Company represented that in the first six months of 2007, it incun‘ea unbudgeted overtime
for RAs “MDK” and “MDR" and proposed reducing the Consumer Advocate’s MECO
consolidated (and Maui Division) A&G labor expense adjustment by $3,113. See the Payroll
Expense Adjustment section for T&D above. After reviewing the information the Consumer
Advocate agreed to revise its MECO consolidated (and Maui Division) adjustment to $1,928.
See Stipulated Settlement Letter Attachment MECO T-11, Attachments 3 and 3(E). For
purposes of settlement, MECO accepts the Consumer Advocate’s revised adjustment. Stipulated
Settlement Letter, Exhibit | at 28.

125. Ho’omaika’i Award Costs. MECO included $93,650 for total MECO in its direct
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testimony test year estimate for A&G direct non-labor, account no. 920, for Ho’omatka’i Award

costs. MECO T-9 response to CA-IR-2, Attachment C. In the June 2007 Update, the Company
reduced its test year estimate for Ho’omaika’i Award costs by $36,900 to remove the costs
associated with the terminated Ho’okina Program. See June 2007 Update, MECO T-9at 1. Asa
result of the adjustment made in the June 2007 Update, the Company’s test year estimate for
Ho’omaika’i Award costs was reduced from $93,650 to a consolidated $56,750 (393,650 -
$£36,900 = §56,750), which was comprised of $52,636 for the Maui Division, $1,390 for the
Lanai Division and $2,724 for the Molokai Division. Stipulated Settlement Letter, Exhibit 1 at
28-29.

126.  The Consumer Advocate noted that MECO did not meet all safety goals in 2004
and 2006. See CA-T-1 at 103. Consequently, the Consumer Advocate proposed a further
adjustment of $24,489 based on a normalized four-year average of award costs recorded for
2004-2006 and forecast for 2007. Stipulated Settlement Letter, Exhibit 1 at 29; see CA-T-1 at
103; CA-101, Schedule C-20.

127.  For purposes of settlement, the Company accépts the Consumer Advocate’s
proposed $24,489 consolidated reduction to test year Ho’omaika’i award costs, which is
comprised of $22,714 for the Maui Division, $600 for the Lanai Division and $1,175 for the
Molokai Division. See CA-101, Schedule C-20 at 1; CA-102, Schedule C-20 at 1, CA-103,
Schedule C-20 at 1; CA-104, Schedule C-20 at 1. The adjustment results in a normalized test
year estimate of $32,261 for consolidated Ho’omaika’i award costs, which is comprised of
$29,922 for the Maui Division, $790 for the Lanai Division and $1,549 for the Molokai Division.

Stipulated Settlement Letter, Exhibit | at 29.
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128. DSM Employee Reclassification — Corporate Administration Overheads. As
discussed above, the Consumer Advocate proposed an adjustment to reverse the recovery of the
labor costs for three employees from base rates to the IRP Surcharge. See CA-T-3 at 53-55.
Consistent with the Parties’ agreement regarding the “DSM Employee Reclassification
Adjustment” in the Customer Services section above, the Parties agree to the aforementioned
adjustment to reduce the test year estimate fo.r account no. 922 fadministrative expenses
transferred) by a consolidated $23,521 comprised of $23,521 for Maui, $0 for Lanai, and 30 for
Molokai, for the purpose of reaching a global settlement in this proceeding. Stipulated
Settlement Letter, Exhibit 1 at 29.

129. Expiring Software Amortization. MECO included $61,066 for total MECO in its
direct testimony test year estimate for account no. 923.03 (outside services — associated
companies), for Ellipse maintenance expense (MECO T-9 response to CA-IR-2, Attachment B),
which was comprised of $56,639 for the Maui Division, $1,496 for the Lanai Division, and
$2,931 for the Molokai Division. The Company’s $61,066 test year estimate for Ellipse
maintenance expense included $23,202 for the amortization of software licensing feeé which the
Company confirmed, in its response to CA-IR-371.a, was to expire in September 2007. Based
on this representation, the Consumer Advocate maimaiﬂed that “[i]t is necessary and appropriate
to remove this amortization expense that will not continue beyond September 30, 2007”. See
CA-T-1 at 91; CA-101, Schedule C-18. As a result, in its direct testimony, the Consumer
Advocate recommended an adjustment to remove the expiring amortization of software expenses
amounting to $23,202 on a consolidated company basis, included by MECO in account no.
023.03. Stipulated Settlement Letter, Exhibit 1 at 29-30.

130.  For purposes of settlement, the Company accepts the Consumer Advocate’s
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. proposal to remove $23,202 for the expiring amortization of software licensing fees from the test
year expenses, resulting in a normalized consolidated test year estimate of $37,864 ($61,066 - -
$23,202 = $37,864) for Ellipse maintenance expense, which is comprised of $35,119 for the
Maui Division, $928 for the Lanai Division and $1,817 for the Molokai Division. Stipulated
Settlement Letter, Exhibit | at 30; CA-101, Schedule C-18.

131. Emplovee Count Adjustment. In CA-101, Schedule C-14, the Consumer
Advocate calculated the reduction of MECO’s revised forecast of employee benefit expenses to
reflect the labor cost adjustment associated with the employee count reduction proposals based
on the average test year concept (11.5 employees as shown on CA-101, Schedule C-14, as
reflected in CA-WP-101-C14 at ). Based on the estimated net headcount reduction, the
Consumer Advocate’s proposed consolidated reduction for the associated employee benefits

. expense was $56,392. Stipulated Settlement Letter, Exhibit 1 at 30; CA-101, Schedule C at 3,
and Schedule C-14.

132.  Based on the settlement reached with regard to the average number of employees
for the 2007 test year revenue requirement calculation, the Parties agree to reduce the net
headcount reduction by one employee (0.5 for MGD and 0.5 for MDE) to 10.5 employees. As a
result, the Parties also agree to a reduction of $4,699 to the Consumer Advocate’s consolidated
adjustment to employee benefits, resulting in a consolidated $51,693 reduction in employee
benefits expense consisting of $48,103 for the Maui Division, $1,356 for the Lanai Division, and
$2,234 for the Molokai Division. Stipulated Settlement Letter, Exhibit 1 at 30; see Stipulated
Settlement Letter, MECO T-11, Attachment 3(F).

133. DSM Employee Reclassification — Employvee Benefits. MECO’s estimate for

. - employee benefits expenses is reduced by $78,446 net of amounts transferred (June 2007




Update, MECO T-9, Attachment | at 24, 41), comprised of $78,446 for the Maui Division, $0
for the Lanai Division and $0 for the Molokai Division, to reflect the reclassification of DSM
Program expenses for the three Customer Service employees removed from base rates (to be
recovered through the IRP Clause). The Parties agree to this reduction. Stipulated Settlement
Letter, Exhibit 1 at 30

134. Pension Asset Amortization. In the June 2007 Update for MECO T-9, the

Company proposed to update its pension estimates to reflect a pension tracking mechanism,
similar to the pension tracking mechanism that was agreed to by HELCO and the Consumer
Advocate in the HELCO 2006 test year rate case (Docket No. 05-0315) and approved by the
Commission on an interim basis in Interim D&O 23342. To include the estimated amortization
of the pension asset balance as of December 31, 2007 (see June 2007 Update MECO T-9 at 3
and Update Attachment 5 at 1), as specified in its proposed pension tracking mechanism, MECO
increased its consolidated test year 2007 estimate for account no. 926000 by $241,800,
comprised of $225,200 for the Maui Division, $6,600 for the Lanai Division and $10,000 for the
Molokai Division. Stipulated Settlement Letter, Exhibit 1 at 30-31.

135.  The Consumer Advocate recommended against including MECO’s estimated
pension asset in rate base and, therefore, the amortization of such asset in the test year expense.
Stipulated Settlement Letter, Exhibit 1 at 31; see CA-T-1 at 21, 22, 59-61.

136. Based on the settlement reacfled with regard to the ratemaking treatment of the
pension asset, amortization of the pension asset and implementation of the pension tracking
mechanism, the Parties agree to exclude the amortization of the test year ending pension amount
and to modify the proposed pension tracking mechanism. Stipulated Settlement Letter, Exhibit 1

at 31.
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137. Non-EPRI Research and Development Expense. In its direct testimony, MECO

included a consolidated $255,379 test year estimate for account no. 930.2 (miscellaneous general
expenses), for non-EPRI research and development costs (MECO-918), which was comprised of
$255,379 for the Maui Division, $0 for the Lanai Division and 30 for the Molokai Division. The
Company’s test year estimate was based on specific projects and programs identified in MECO-
918. In its direct testimony, the Consumer Advocate recommended an adjustment to normalize
the consolidated $255,379 test year estimate MECO proposed for non-EPRI research and
development costs. MECO-918. The Consumer Advocate’s recommendation was based on a
three-year average, including recorded costs for 2005 and 2006 and MECO’s updated 2007 tést
year estimate. CA-T-1 at 81-82;, CA-101, Schedule C-17. The resulting test year expense
proposed by the Consumer Advocate was $125,005, based on an adjustment in the amount of
$130,374. Stipulated Settlement Letter, Exhibit | at 31; see CA-101, Schedule C-17.

138.  For purposes of settlement, MECO accepts the Consumer Advocate’s proposal to
reduce the. test year estimate for non-EPRI research and development expense in account no.
930.2 by $130,374 to a consolidated test year estimate of $125,005, which is comprised of
$125,005 for the Maui Division, $0 for the Lanai Division and $0 for the Molokai Division. In
addition, MECO accepts the Consumer Advocate’s proposal to require MECO to provide a full
and complete accounting of its research and development costs in its next rate case filing.
Stipulated Settlement Letter, Exhibit 1 at 31; CA-T-1 at 88-89.

5.

Depreciation and Amortization

139. Depreciation expense represents the expiration or consumption, in whole or in

part, of the service life, capacity, or utility of property used in the provision of the regulated
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service. The test year depreciation and amortization expense estimates were calculated by first
determining the estimated test year depreciation accrual and then adjusting for-vehicle
depreciation, Contribution in Aid of Construction amortization, Federal investment tax credit
amortization, and the amortization of net regulatory assets and liabilities related to Statement of
Financial Accounting Standards No. 109, Accounting for Income Taxes. Stipulated Settlement
Letter, Exhibit 1 at 32.

140. The Company’s test year consolidated estimate of depreciation expense submitted
in direct testimony, which was baséd on estimated depreciable utility plant balances as of
January 1, 2007, was $28,872,000, including $26,597,000 for the Maui Division, $1,244,000 for
the Lanai Division, and $1,031,000 for the Molokai Division. See MECO-1201. The
Company’s test year estimate of the test year consolidated average accumulated depreciation
submitted in direct testimony was $354,353,000, including $323,681,000 for the Maui Division,.
$14,315,000 for the Lanai Division, and $16,357,000 for the Molokai Division. See
MECO-1202 at 1-2; Stipulated Settlement Letter, Exhibit 1 at 32.

141.  With the update of the beginning of test year rate base with actual plant additions
in 2006, test year consolidated depreciation expense was reduced by $859,000 to $28,011,000,
including $25,619,000 for the Maui Division, $1,264,000 for the Lanai Division, and $1,128,000
for the Molokai Division. See June 2007 Update, MECO T-12 at 4, filed July 3, 2007. The
updated estimate of the test year consolidated average accumulated depreciation increased by
$106,000 from $354,353,000 to $354,459,000, including $323,775,000 for the Maui Divisioﬁ,
$14,295,000 for the Lanai Division, and $16,389,000 for the Molokai Division (see June 2007
Update, MECO T-12 at 5-6, MECO-1202) due to the inclusion of 2006 recorded data, lower

estimated 2007 depreciation accrual, and higher estimated 2007 property retirements and salvage
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values. See June 2007 Update, MECO T-12 at 2-3; Stipulated Settlement Letter, Exhibit 1 at 32,

142. Inits direct testimony, the Consumer Advocate did not recommend any
adjustments to the Company’s test year estimates for depreciation and amortization expense and
the average accumulated depreciation balances reflected in the 2007 test year rate base.
Stipulated Settlement Letter, Exhibit 1 at 32.

143. Asa result, the Parties agree to a test year estimate for depreciation and
amortization expense of $28,011,000 for consolidated MECO, which is comprised of
$25,619,000 for the Maui Division, $1,264,000 for the Lanai Division, and $1,128,000 for the
Molokai Division. In addition, the Parties agree to a test year estimate for average accumulated
depreciation for consolidated MECO of $354,459,000, which is comprised of $323,775,000 for
the Maui Division, $14,295,000 for the Lanai Division, and $16,389,000 for the Molokai
Division. Stipulated Settlement Letter, Exhibit | at 32.

6.

Taxes

a.

Taxes Other than Income Taxes

144. Taxes other than income taxes (“TOTIT") are taxes related either to utility
revenue or to payroll. The taxes related to utility revenue include the State Public Service
Company (“PSC”) tax, the State Public Utility fee and the County Franchise Royalty tax. The
taxes related to paﬁoll include the Federal Insurance Contribution Act and Medicare
(“FICA/Medicare”) taxes, the Federal Unemployment (“FUTA") tax and the State
Unemployment (“SUTA™) tax. Stipulated Settlement Letter, Exhibit | at 33.

145.  In MECO’s direct testimony, the Company proposed a consolidated 2007 test




. year estimate for TOTIT of $33,068,000 at present rates and $34,748,000 at proposed rates, as

follows:
Taxes Other Than Income Taxes
Direct Testimony
At Present Rates At Proposed Rates | Source
Maui Division £30,918,000 $32,490,000 MECO-1301
Lanai Division $£952,000 $1,000,000 MECO-1301
Molokai Division $1,198,000 $1,258,000 MECO-1301
Total Company $33,068,000 $34,748,000 MECO-1301

Stipulated Settlement Letter, Exhibit 1 at 33; MECO T-13 at 2; MECO-1301.
146. Inits June 2007 Update for MECO T-13, filed on August 24, 2007, the Company
updated its test year estimate for payroll .taxes for the Maui Division, resulting in a reduction of

$16,000 to the consolidated TOTIT projection as follows:

Taxes Other Than Income Taxes
. June 2007 T-13 Update
At Present Rates At Proposed Rates | Source
Maui Division $30,902,000 $32,474,000 June Update, page |
Lanai Division $952,000 $1,000,000 June Update, page |
Molokai Division $1,198,000 $1,258,000 June Update, page |
Total Company $33,052,000 $34,732,000 June Update, page 1

Stipulated Settlement Letter, Exhibit | at 33.

147. Inits direct testimony, the Consumer Advocate recommended a consolidated test
year estimate for Taxes Other Than Income Taxes of $33,002,000 (CA-101, Schedule C at 1},
resulting in a proposed decrease of $50,000 to the Company’s June 2007 Update estimate (a
reduction of $66,000 from the Company’s direct testimony estimate). The two adjustments
proposed by the Consumer Advocate were as follows:

(l) an adjustment to reduce the estimated revenue taxes related to ECAC revenue

. | adjustment (CA-101, Schedule C at 2; CA-101, Schedule C-3); and
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(2) an adjustment to reduce the estimated payroll taxes related to average staffing
adjustments proposed by the Consumer Advocate as discussed above. (CA-101,
Schedule C at 3; CA-101, Schedule C-15).
Stipulated Settlement Letter, Exhibit 1 at 33.
148. Based on the Parties’ settlement of the ECAC revenues, as discussed above, and
the settlement reached on the test year labor costs, the Parties agree to a revised TOTIT
consolidated test year estimate of $33,008,000 and $34,178,000 at present and proposed rates,

respectively, as shown below:

Taxes Other Than Income Taxes
Settlement Test Year Estimates

At Present Rates At Proposed Rates
Maui Division $30,863,000 $31,763,000
Lanai Division $949,000 $1,116,000
Molokai Division $1,196,000 $1,299,000
Total Company $33,008,000 $34,178,000

Stipulated Settlement Letter, Exhibit 1 at 34; Statement of Probable Entitlement, Exhibits 1-4.

149. Revenue Taxes. Inits direct testimony, MECO included $31,690,000 of

consolidated revenue taxes in the 2007 test year at present rates, and $33,370,000 at proposed

rates, as follows:

* Revenue Taxes
Direct Testimony
At Present Rates At Proposed Rates | Source
Maui Division $29,665,000 $31,237,000 MECO-1301
Lanai Division $896,000 $944.000 MECO-1301
Molokai Division $1,129,000 $1,189,000 MECO-1301
Total Company $31,690,000 $33,370,000 MECO0-1301

150.  There was no update to the Company’s test year revenue tax estimate included in

_Stipulated Settlement Letter, Exhibit 1 at 34.

the MECO T-13 June 2007 Update. Stipulated Settlement Letter, Exhibit 1 at 34,




151.  Inits direct testimony, the Consumer Advocate recommended a reduction to
MECO’s consolidated test year estimate for revenue taxes of $13,998 (CA-101, Schedule C at 2;
CA-101, Schedule C-3) to correspond with the proposed adjustment to fuel and purchased
energy expenses, which affects the test year ECAC revenues. See CA-T-3 at 10-11.

152, As explained below, the Parties agreed on the test year ECAC revenues, which

results in the following test year revenue tax projections;

Revenue Taxes
Settlement Test Year Estimates
At Present Rates At Proposed Rates
Maui Division $29,664,000 $30,564,000
Lanai Division $896,000 $1,063,000
Molokai Division $1,129,000 £1,232,000
Total Company $31,689,000 $32,859,000

Stipulated Settlement Letter, Exhibit 1 at 34-35; Statement of Probable Entitlement, Exhibits 1-4
at 6.

153. Payroll Taxes. In its direct testimony, MECO included $1,378,000 of
consolidated payroll taxes chargeable to O&M expenses in the 2007 test year, which was
comprised of $1,253,000 for the Maui Division, $56,000 for the Lanai Division and $69,000 for
the Molokai Division. MECO-1301. The payroll taxes are based on the tax rates set forth by the
Federal and State government applied to the compensation base that is subject to such tax. In its
June 2007 Update, the Company updated its test year consolidated payroll tax estimate to
$1,362,000, which was comprised of $1,237,000 for the Maui Division, $56,000 for the Lanai
Division and $69,000 for the Molokai Division. June 2007 Update, MECO T-13 at 1, and
Attachment ] at 1. The updated estimate reflected (1) an update of labor costs, which affected -
payroll tax expense; (2) an updated SUTA tax rate and (3) an updated SUTA maximum wage

base and resulted in a $16,000 net decrease to consolidated test year expenses ($1,378,000-
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$1,362,000=%$16,000}, all to the Maui Division. Stipulated Settlement Letter, Exhibit 1 at 35.
154. In its direct testimony, the Consumer Advocate recommended reducing payroll
taxes by $35,710, to be consistent with the Consumer Advocate’s recommended payroll expense
adjustments discussed above. CA-101, Schedule C-15. In addition, the Consumer Advocate
recommended a payroll tax reduction of $15,183 due to the reclassification of DSM program

labor costs from base rates to the IRP surcharge cost recovery mechanism. Stipulated Settlement

' Letter, Exhibit t at 35; see CA-102, Schedule C-9.

155. As discussed above, the Parties have reached agreement on the labor costs to be
included in the 2007 test year revenue requirement for each division. Thus, the Company and
the Consumer Advocate also agree on the test year payroll expense of $1,319,000, which is
compnsed of $1,199,000 for the Maui Division, $53,000 for the Lanai Division and $67,000 for
the Molokai Division. Stipulated Settlement Letter, Exhibit 1 at 35; Stipulated Settlement Letter,
MECO T-13, Attachment 2.

b.

Income Taxes

156. Inits direct testimony, the Company proposed a consolidated 2007 test year

estimate for Income Taxes of $9,071,000 at present rates and $15,797,000 at proposed rates, as

follows:
Income Taxes
Direct Testimony
At Present Rates At Proposed Rates | Source
Maui Division $9,122,000 $15,415,000 MECO-1302
Lanai Division -$175,000 $16,000 MECO-1302
Molokai Division $124,000 $366,000 MECO-1302
Total Company $9,071,000 $15,797,000 MECO-1302

Stipulated Settlement Letter, Exhibit 1 at 35-36, see MECO T-13 at 7.
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157.  Inits June 2007 Update for MECO T-13, the Company indicated that its estimate
of income taxes for the test year will be revised for revisions to the interest expense adjustment
to reflect the revised 2007 test year estimate of AFUDC (see June 2007 update of MECO-WP-
102) and revisions to the test year estimates of revenues and expenses at present rates and at
proposed rates. Stipulated Settlement Letter, Exhibit 1 at 36; MECO T-13, June 2007 Update at
1.

158. In its direct testimony, the Consumer Advocéte’s estimate of income taxes for the
test year was $9,883,000 (CA-101, Schedule C at 1), which was $812,000 more than the
Company’s estimate at present rates. MECO and the Consumer Advocate used the same tax
rates and methodology to compute the test year income tax expense. The difference between the
Parties” estimates of income tax expense resulted pnmarily from the differing revenue and
expense estimates, as discussed above, that contribute to higher taxable income in the Consumer
Advocate’s calculation. In addition, the Cbnsumer Advocate recommended that MECO’s
estimated Domestic Production Activities Deduction (“DPAD") for test year 2007 be fixed at

$1,127,000, resulting in a fixed estimated federal tax effect of $394,000. Stipulated Settlement

Letter, Exhibit 1 at 36.

159. During the settlement discussions, the Parties resolved this issue as explained
below. Based on the resolution of this issue and the settlement reached on the test year revenues
and O&M expense projections as described herein, the Parties agree for purposes of settlement to
a revised consolidated Income Tax expense estimate for the 2007 test year of $9,586,000 at

present rates and $14,273,000 at proposed rates, as follows:

Income Taxes
Settlement Test Year Estimates
At Present Rates At Proposed Rates
Maui Division $9,672,000 $13,282,000
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Lanai Division -$184,000 $483,000
Molokai Division $98,000 $508,000
Total Company $9,586,000 $14,273,000

Stipulated Settlement Letter, Exhibit 1 at 36.

160. Section 199 Deduction. MECO’s response to CA-IR-376 included the calculation
of the Company’s test year Internal Revenue Code (“IRC”) Section 199 deduction estimate.

The Section 199 deduction resulted from the American Jobs Creation Act of 2004, which
provided tax relief for U.S. based manufacturing activities, including the production of
electricity. MECO’s estimated DPAD for test year 2007 was initially $1,127,000 for total
MECQO, and the estimated related federal tax effect was $394,000. See MECO’s response to CA-
IR-376 at 3. The consolidated $394,000 was comprised of $362,000 for the Maui Division,
$15,000 for the Lanai Division and $17,000 for the Molokai Division. Stipulated Settlement
Letter, Exhibit 1 at 36-37; see MECO’s response to CA-IR-376 at 3.

161. In its direct testimony, the Consumer Advocate stated that MECQO’s Section 199
deduction calculation assumptions in its Update filing were overly conservative, but to simplify
the issues 1n this proceeding, the Consumer Advocate did not propose any adjustments. See CA
T-3 at 61. The Consumer Advocate accepted MECQO’s $394,000 estimate, but recommended
that *. . . this value be fixed and not be revised for later changes in input values or the rate of
return awarded by the Commission, because multiple complex and potentially offsetting
adjustments are actually required to fully update the Section 199 deduction to mirror the methods
us'ed to actually calculate the deduction taken by the Company on its tax return.” Stipulated
Settlement Letter, Exhibit | at 37; see CA-T-3 at 62.

162.  Although MECO did not agree with fixing the $394,000 estimate, as a result of

settlement discussions, the Parties agree to an updated consolidated DPAD test year estimate of
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$1,061,000, and the estimated related federal tax effect of $371,000, which is comprised of
$341,000 for the Maui Division, $14,000 for the Lanai Division and $17,000 for the Molokai
‘Division. Stipulated Settlement Letter, MECO T-13, Attachment 1. The agreed upon estimate
reflects most, but not all, of the settlement test year estimates, and the Parties accept the updated
DPAD estimate as reasonable for settlement purposes. The updated estimate increases
consolidated income tax expenses by $23,000 ($394,000-$371,000=%$23,000). The Consumer
Advocate reserves the right to reconsider the attribution of indirect dverheads within the
calculation of DPAD in future rate case proceedings, as tax regulation uncertainties regarding the
allocation of expenses that are supportive in function to production activity in the determination
of the DPAD are resolved. Stipulated Settlement Letter, Exhibit 1 at 37,

C.

Rate Base

163. MECO generally calculates the test year rate base in accordance with the concepts
adopted and/or accepted by the Commission in prior rate case decisions, including Decision and
Order No. 16922 (April 6, 1999), Docket No. 97-0346 (“MECO 1999 Decision™), MECO's test
year 1999 rate case; Decision and Order No. 16134 (December 23, 1997), Docket No. 96-0040,
MECQO?’s test year 1997 rate case; Decision and Order No. 15544 (Apnl 28, 1997), Docket No.
94-0345, MECO’s test year 1996 rate case; and Decision and Order No. 13429 (August 5, 1994),
Docket No. 7000, MECO’s 1992 and 1993 two-year test period rate case. MECO T-15 at 2.

164. Rate base represents the net investment that is used and us‘eful for public utility
purposes and that has been funded by the Company’s investors. See MECO T-15 at 2. MECO
calculated an average rate base by dividing the sum of the 2006 and 2007 year-end balances for

each component of rate base by two. Stipulated Settlement Letter, Exhibit 1 at 37.
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165. Investments in assets include all investments necessary to provide reliable electric
service to MECO’s customers. In direct testimony, MECO’s investments in assets consisted of
the following components: (1) net cost of plant in service, (2) property held for future use, (3)
fuel inventory, (4) materials and supplies inventory, (5) unamortized net statements of financial
accounting standards (“SFAS”) No. 109 'regulatory asset, (6) pension asset, {(7) OPEB amount,

(8) unamortized system development costs, and (9) working cash. Stipulated Settlement Letter,

Exhibit 1 at 37-38;, MECO T-15 at 3.

166. Funds from non-investors are funds that are invested in assets to provide reliable

electric service that are from sources other than investors. In direct testimony, funds from non-

investors consisted of the following components: (1) unamortized contributions in aid of

construction (“CIAC"), (2) customer advances for construction, (3) customer deposits, (4)

accumulated deferred income taxes, and (5) unamortized investment tax credits. Stipulated

Settlement Letter, Exhibit 1 at 38; see MECO T-15 at 33.

167.  The following reflects the Company’s estimated 2007 test year consolidated

average rate base at present rates.

MECO
Maui Lanai Molokat Consolidated

(MECOQ-1502) (MECQ-1508) | (MECO-1514) (MECO-1501)
Net Plant in Service $£398,136,000 $15,187,000 $18,039,000| $431,361,000
Property Held for Future $2,633,000 $0 $0 $2,633,000
Use
Fuel Inventory $14,629,000 $550,000 $632,000f $15,811,000
M&S Inventory $11,263,000 $193,000 $195,000f $11,651,000
Unamortized Net SFAS $7,972,000 $429,000 £518,000 £8,918,000
109 Regulatory Asset '
Pension Asset $3,093,000 £90,000 $£139,000 $3,321,000
Unamortized System $217,000 $7,000 $10,000 $233,000
Development Costs
Working Cash at Present $7,343,000 $338,000 $295,000 $7,976,000
Rates .
Unamortized CIAC $(50,082,000) $(1,983,000%  $(3,301,000y $(55,365,000)
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MECO
Maui Lanai Molokai Consolidated

(MECO-1502) | (MECO-1508) | (MECO-1514) | (MECO-1501)
Customer Advances $(4,271,000) $(249,000) $(154,000) 3(4,673,000)
Customer Deposits $(3,601,000) $(95,000) $(187,000)  $(3,883,000)
Accumulated DIT $(18,823,000) $(782,000) $(913,000x (20,518,000)
Unamortized ITC $(10,279,000) $(428,000) $(499,000) $(11,205,000)
Average Rate base at $358,230,000 $13,257,000 $14,775,000| $386,261,000
Present Rates h
Change in working cash $(207,000) $(6,000) $(8,000) $(221,000)
Average Rate base at $358,023,000 $13,251,000 $14,767,000| $386,040,000
Proposed Rates

Stipulated Settlement Letter, Exhibit 1 at 38.

168.

Subsequently, MECO updated its test year consolidated estimate to $385,763,000

as shown below, based on updated rate base component amounts such as the replacement of

2006 year-end estimates with recorded amounts, updates to the 2007 test year estimates, and

changes to working cash.

MECO
Maui Lanai Molokai Consolidated
(CA-IR-304, {CA-IR-304, (CA-IR-304, (CA-IR-304,
Attachment A, Attachment A, | Attachment A, Attachment A,
page 12) page 25) page 18) page 3)
Net Plant in Service $398,837,000 $15,450,000| $18,123,000{ $432,410,000
Property Held for Future $2,633,000 $0 $0 $2,633,000
Use
Fuel Inventory $14,629,000 $550,000 $632,000f $15,811,000
M&S Inventory $10,436,000 $141,000 $178,000] $10,755,000
Unamortized Net SFAS $6,930,000 $379,000 $444,000 $7,753,000
109 Regulatory Asset
Pension Asset £2,989,000 $84,000 $143,000 $3,216,000
Working Cash at Present $7,121,000 $329,000 $282,000 $7,732,000

Rates

Unamortized CIAC

$(51,782,000)

-~ $(2,006,000)

$(3,343,000)

$(57,131,000)

Customer Advances $(4,963,000) $(207,000) $(126,000)  $(5,296,000)
Customer Deposits $(3,413,000) $(91,000) $(177,000)  $(3,681,000)
Accumulated DIT $(15,413,000) $(640,000) $(748,000) $(16,801,000)
Unamortized ITC $(10,676,000) $(444,000) $(518,000y $(11,638,000)
Average Rate base at $357,328,000 $13,545,000| $14,890,000| $385,763,000

Present Rates

Change in working cash $(174,000) $(24,000) $(15,000) $(213,000)
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MECO
Maui Lanai Molokai Consolidated
(CA-IR-304, (CA-IR-304, (CA-IR-304, (CA-IR-304,
Altachment A, Attachment A, | Attachment A, Attachment A,
page 12) page 235) page 38) page 3)
Average Rate base at $357,154,000 $13,521,000 $14,875,000| $385,550,000
Proposed Rates

are as follows:

Stipulated Settlement Letter, Exhibit 1 at 38-39; see MECO response to CA-IR-304, Attachment A.

169. MECO’s average rate base components not adjusted by the Consumer Advocate

MECO
Maui Lanai Molokai Consolidated

Net Plant in $398,837.000 $15,450,000 $18,123.000 | $432,410,000

Service

Property Held for | ¢, ¢33 509 $0 $0 $2,633,000

Future Use

Materials and

Supplies $10,436,000 $141,000 $178,000 $10,755,000
. Inventory

g{'ﬁ‘gomzed $(51,782,000) $(2,006,000) $(3,343,000) | $(57,131,000)

Customer

Advanoes $(4,963,000) $(207,000) $(126,000) $(5,296,000)

Customer

Doposits $(3,413,000) $(91,000) $(177,000) $(3,681,000)

:JT'?mO”‘ZCd $(10,676,000) $(444,000) $(518,000) | $(11,638,000)

Aat3, 12,25, and 38.

year estimates for MECO’s consolidated rate base.

Stipulated Settlement Letter, Exhibit 1 at 39-40; see MECO response to CA-IR-304, Attachment

170. In its direct testimony, the Consumer Advocate recommended the following test

MECO
Maui Lanai Molokai Consolidated
(CA-102, (CA-103, (CA-104, (CA-101,
Schedule B) Schedule B) Schedule B) Schedule B)
Net Plant in Service $398,837,000 $15,450,000 $18,123,000( $432,410,000
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Property Held for Future $2,633,000 $0 $0 $2,633,000

Use

Fuel Inventory $11,027,000 $550,000 $632,000] $12,209,000

M&S Inventory $10,436,000 $141,000 $178,000 $10,755,000

Unamortized Net SFAS $6,930,000 $379,000 $444,000 $7,753,000

109 Regulatory Asset '

Pension Asset $0 $0 $0 $0

Working Cash at Present $6,847,000 $321,000 $274,000 $7,442,000

Rates

Unamortized CIAC $(51,782,000) $(2,006,000)  $(3,343,000) $(57,131,000)
Customer Advances $(4,963,000) $(207,000) $(126,000)  3(5,296,000)
Customer Deposits $(3,413,000) $(91,000) $(177,000) | $(3,681,000)
Accumulated DIT $(16,198,000) $(672,000)  $(786,000] $(17,656,000)
Unamortized ITC $(10,676,000) $(444,000) $(518,000) $(11,638,000)
Average Rate base at $349,679,000 $13,421,000| $14,701,000 $377,800,000

Present Rates .

Change in working cash $(98,000) $(3,000) $(4,000) $(105,000)
Average Rate base at $349,581,000 $13,418,000 $14,697,000|] $377,696,000

Proposed Rates

Stipulated Settlement Letter, Exhibit 1 at 40.

171.

As noted from a comparison of the above tables, the difference between MECO

and the Consumer Advocate results from the following six adjustments proposed by the

Consumer Advocate:

m an adjhstment to remove from the test year rate base MECQO’s proposal to include

the pension asset and the associated accumulated deferred income taxes (“ADIT”)

(see CA-101, Schedule B-2);

(2) an adjustment to reduce MECO’s estimate of the Maui Division’s fuel inventory

for IFO and diesel fuel due to the lower days inventory recommendation

described in CA-T-2 (see CA-101, Schedule B-3);

3) removal of MECO’s proposal to include the ADIT associated with AFUDC in

Construction Work in Progress (“CWIP”) and tax capitalized interest (“TCI™),

emission fees and IRP/DSM program costs (see CA-101, Schedule B-4);
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(4)  removal of MECO’s proposal to treat the Regulatory Asset for AFUDC Equity
Tax Gross Up related to AFUDC in CWIP,
(5) an adjustment to correct MECO’s estimated ADIT associated with emission fees
(see CA-101, Schedule B-4); and
(6) removal of MECO’s proposal to include the pension asset amortization and
pension expense in the calculation of working cash (see CA-101,Schedule B-5).
Stipulated Settlement Letter, Exhibit | at 40-4].
172.  Based on the discussion below, the Parties have reached agreement on each of
these differences. In addition, the Parties have agreed on the implementation of a pension
tracking mechanism and an OPEB tracking mechanism. As a result of these settlements, the

Parties agree on the following 2007 test year average rate base estimates.

AVERAGE RATE BASE
SETTLEMENT TEST YEAR ESTIMATE
Division Rate Base at Present Rates Rate Base at Proposed Rates
Maui $354,840,000 $354,721,000
Lanai 13,492,000 13,470,000
Molokai 14,791,000 14,777,000
MECO Consolidated $383,123,000 $382,968,000

Stipulated Settlement Letter, Exhibit 1 at 4]; see Statement of Probable Entitlement, Exhibits 1-4
at |.

173. Pension Asset. MECO proposed to include $3,216,000 of pension asset in the test
year average rate base. See June 2007 Update, MECO T-9, Attachment § at 1. The Consumer
Advocate opposed the inclusion of the pension asset in rate base. See CA-101, Schedule B-2.
MECO and the Consumer Advocate agreed that the exclusion of all or a portion of the pension
asset in rate base would also require a corresponding adjustment to the ADIT reserve. The

portion of ADIT associated with the pension asset amounted to $1,251,397. CA-101, Schedule
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B-2; Stipulated Settlement Letter, Exhibit 1 at 41.

174.  The Parties took similar positions in Docket No. 04-0113 (HECO 2005 test year
rate case) and Docket No. 2006-0386 (HECO 2007 test year rate case). In Amended Proposed
Final Decision and Order No. 23768 in Docket No. 04-0113, the Commission ruled that HECO’s
pension asset should not be included in HECO’s 2005 test year rate base based on the facts of the
HECO situation. Although the Company respectfully disagrees with the conclusion of Amended
Proposed Final Decision and Order No. 23768, for purposes of reaching a global settlement,
MECO accepts the Consumer Advocate’s proposed exclusion of the pension asset from rate base
(with the reversal of the associated ADIT) in this proceeding. Stipulated Settlement Letter,
Exhibit 1 at 41.

175. Pension Tracking Mechanism. In HELCOs 2006 test year rate case (Docket No.

05-0315) and HECO’s 2007 test year rate case (Docket No. 2006-0386), the Parties agreed to the
implementation of a pension tracking mechanism. Similarly, in this proceeding, MECO and the
Consumer Advocate agreed to the implementation of a pension tracking mechanism. Based on
the facts and circumstances unique to each Compan_y, the agreed to pension tracking mechanisms
included a pension asset amortization for HELCO, but not for HECO. In the instant proceeding,
however, the Consumer Advocate disagreed with MECO’s proposal to include the pension asset
amortization amounting to $241,800 in test year revenue requirements. See CA-101, Schedule
C-16. For purposes of settlement in this docket, MECO agreed to exclude the amortization of
the test year ending pension amount. In addition, the Parties agree to modify the Consumer
Advocate’s proposed pension tracking mechanism to reflect a requirement for MECO to fund the

minimum required level under the law until the existing pension asset balance is eliminated.

Reduced funding would reduce the pension asset. When the existing pension asset amount is




reduced to zero, the Company will fund the NPPC as specified in the pension tracking
mechanism for MECQ. If the existing pension asset amount is not reduced to zero by the next
rate case, the Parties would address funding requirements for the pension tracking mechanism in
th:?t proceeding. Stipulated Settlement Letter, MECO T-9, Attachment 2 provides the terms of
the pension tracking mechanism for MECO. The terms are the same as those agreed to by
HECO and the Consumer Advocate in the HECO 2007 test year rate case. Stipulated Settlement
Letter, Exhibit ] at 42.

176. OPEB Tracking Mechanism. For purposes of settlement, MECO and the
Consumer Advocate also agreed to the implementation of an OPEB tracking mechanism in this
case, consistent with the agreement reached in the HELCO 2006 test year rate case (Docket No.
05-0315) and the HECO 2007 test year rate case (Docket No. 2006-0386). Stipulated Settlement
Letter, MECO T-9, Attachment 3 provides the terms of the OPEB tracking mechanism for
MECQO, which are the same as those agreed to by HECO and the Consumer Advocate in the
HECO 2007 test year rate case. Stipulated Settlement Letter, Exhibit 1 at 42.

177.  Fuel Inventory. In its direct testimony, MECQO’s estimate of consolidated test
year fuel inventory value was $15,811,090, including $14,628,834 for the Maui Division,
$549,917 for the Lanai Division, and $632,339 for the Molokai Division. See MEC0O-408.
Based on an analysis of the fuel delivery process and MECO’s historical inventory levels,
MECO concluded that it needs to carry 37 days of IFO inventory and 30 days of diesel fuel
inventory for the Maui Division to maintain a reliable fuel supply to its generating units, even if
disruptions of reasonable scope occur in the supply chain. See MECO T-4 at 41-49; MECO-409.
Stip;.llated Settlement Letter, Exhibit 1 at 42.

178.  The Consumer Advocate performed its own analysis based partially on
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information provided in MECO T-4 and recommended that the Maui Division fuel inventory
should be based on a 30-day supply of IFO (see CA-T-2 at 29-33; CA-208) and a 22-day supply
of diesel fuel (see CA-T-2 at 33-36; CA-208). The Consumer Advocate’s recommended
inventory day supply of fuel was valued at $11,026,849 (see CA-208 at 1), or $3,602,000
(rounded) below MECO’s estimate of $14,628,834. The Consumer Advocate did not oppose
MECQ’s proposed fuel inventory levels of the Lanai and Molokai Divisions. Stipulated
Settlement Letter, Exhibit 1 at 43.

179.  Although the Consumer Advocate continued to have concerns with the lack of
support for MECO’s proposed fuel inventory levels, for the purposes of reaching a global
settlement on the test year revenue requirements for this proceeding, the Consumer Advocate
agreed to reflect MECO’s proposed $14,628,834 of fuel inventory in Maui Division in the test
year average rate base on the condition that MECO would complete a fuel inventory study for
submission to the Commission and the Consumer Ad\;ocate in its next rate case to support the
Company’s proposed fuel inventory levels. Stipulated Settlement Letter, Exhibit | at 43.

180. Materials and Supplies Inventories. In its direct testimony, MECO included

consolidated test year materials and supplies inventories of $11,651,000, including $11,263,000
for the Maui Division, $193,000 for the Lanai Division, and $195,000 for the Molokai Division.
See MECO-1504, -1510 and -1516. In its June Update, MECO reduced its consolidated test year
estimate for materials and supplies inventories by $896,000 to $10,755,000, including
$10,436,000 for the Maui Division, $141,000 for the Lanai Division, and $178,000 for the
Molokai Division, to reflect more current recorded inventory values. See MECO response to

CA-IR-304, Attachment A2 at 3; Stipulated Settlement Letter, Exhibit 1 at 43,

2! Stipulated Settlement Letter, Exhibit 1 at 43 incorrectly cited Attachment 1. The proper citation should
be Attachment A.
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181. Inits direct testimony, the Consumer Advocate did not contest MECO’s June
Update test year estimates for material and supplies inventories. Stipulated Settlement Letter,
Exhibit 1 at 43; see CA-101, Schedule B.

182. Accumulated Deferred Income Taxes. In its direct testimony (MECO T-13), the

Company proposed an average consolidated credit balance of $20,518,000 for ADIT in the 2007
test year, which was comprised of $18,823,000 for the Maui Division, $782,000 for the Lanai
Division and $913,000 for the Molokai Division. _Stipulated Settlement Letter, Exhibit 1 at 43;
see MECO-1305 at 5-6.

183. Inits June.2007 Update for MECO T-13, the Company reduced its test year
estimate of the consolidated ADIT average credit balance by $3,718,000 to reflect the: (1) actual
2006 recorded balances (also submitted in the Company’s response to CA-IR-182); (2) estimated
2006 post year end adjustments; (3) updated 2007 amounts for certain revised test year estimates
of revenue and expenses; (4) the exclusion of the regulatory asset for AFUDC Equity —gross up in
CWIP as further explained in the Company’s response to CA-IR-182; (5) the full inclusion of
deferred taxes related to TCI as further explained in the Company’s response to CA-IR-182; (6)
the ratemaking adjustments for the reversal of AOCI (see MECO T-9 at 84-107); (7) the
exclusion of deferred taxes on IRP/DSM costs, consistent with the treatment in Docket No. 05-
0315 (HELCO’s 2006 test year rate case); and (8) the reclassification and adjustment of balances
for proper presentation as explained in the Company’s response to CA-1R-182. See the June
2007 update, MECO T-13, Attachment 1 at 9-10, MECO-1305, Attachment 1 at 11-12, MECO-
WP-1305; Stipulated Settlement Letter, Exhibit 1 at 44,

184. In its direct testimony, the Consumer Advocate recommended a consolidated test

year average ADIT estimate of $17,656,000 (sece CA-101, Schedule B at 1), resulting in a
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. proposed increase of $856,000 to the Company’s June 2007 Update estimate (a reduction of
$2,862,000 from the Company’s direct testimony estimated credit). The lower recommendation
resulted from the following four adjustments proposed by the Consumer Advocate:
(1) an adjustment to remove the ADIT related to MECO’s pension asset (see CA-
101, Schedule B at 2; CA-101, Schedule B-2);

(2) an adjustment to restore the ADIT related to AFUDC and TCI (see CA-101,
Schedule B at 2; CA-101, Schedule B-4);

(3) an adjustment to correct the AD]IT related to emission fees (see CA-101,
Schedule B at 2; CA-101, Schedule B-4); and

(4) an adjustment to reflect the ADIT on IRP/DSM program costs (see CA-101,
Schedule B at 2; CA-101, Schedule B-4).

. Stipulated Settlement Letter, Exhibit | at 43-44,

185.  As aresult of the settlement discussions, the Parties agree to a revised
consolidated ADIT test year estimate of $1 7,:7.1 3,000 for MECO, which is éomprised of
$£15,791,000 for the Mavui Division, $656,000 for the Lanai Division and $766,000 for the
Molokai Division. See Statement of Probable Entitlement, Exhibits 1-4 at 3. The test year
estimate is a $413,000 larger credit than MECQ’s June 2007 Update estimate of $16,800,000,
and reflects the settlement of the above four issues as described below. Stipulated Settlement
Letter, Exhibit 1 at 44,

186. ADIT related to MECQO’s pension asset. Based on the settlement reached on the
ratemaking treatment of the Company’s p:snsion asset as discussed above, the Parties agree that
the ADIT related to the estimated pension asset should be removed from the test year rate base.

Stipulated Settlement Letter, Exhibit | at 44; Stipulated Settlement Letter, MECO T-13,




Attachment 3.

187. ADIT related to AFUDC and TCI. The AFUDC applied to the cost of a capital

project is not recognized for tax purposes and is neither taxable income nor part of the
depreciable tax basis of the asset. Consequently, deferred income taxes are provided on the
amount of AFUDC incurred and recognized as income for book purposes but not for tax
purposes. The income tax law requires the cost of financing self constructed assets to be
capitalized, which MECO refers to as tax capitalized interest (“TCI™). Section 263A of the IRC
requires interest related to self constructed assets to be capitalized during the construction period.
This interest capitalization is the source of a book/tax temporary difference and creates a
negative deferred income tax. Stipulated Settlement Letter, Exhibit 1 at 44-45.

188. In the Company’s direct testimony, MECO excluded the ADIT related to AFUDC
and TCI in CWIP, based upon the premise that CWIP is not included within rate base so the
related ADIT balances should also be excluded. MECO’s consolidated average ADIT estimate
related to AFUDC in CWIP was $153,569, and the estimate related to TCI was $45,669.
Stipulated Settlement Letter, MECO T-13, Attachment 3. In the June 2007 Update for MECO
T-13, filed on August 24, 2007, the Company updated its consolidated test year estimate for
AFUDC in CWIP to $1,074,620 (Stipulated Settlement Letter, MECO T-13, Attachment 3) to
reflect the 2006 recorded balances, estimated 2006 post year end adjustments, and updated 2007
amounts for AFUDC and property closed to plant in service. In updating its estimates, the
Corﬁpany eliminated the $1,074,620 ADIT on AFUDC in CWIP consistent with the direct
testimony but did not ehiminate the ADIT on TCI related to CWIP. Contrary to the direct

testimony, MECO included the full amount of TCI, $3,752,558 in ADIT. See Stipulated

Settlement Letter, MECO T-13, Attachment 3; MECO’s response to CA-IR-182 at 10-12. An




attendant adjustment was also made to exclude the Regulatory Asset for AFUDC Equity Tax

Gross Up related to AFUDC in CWIP. See June 2007 Update, MECO T-13, Attachment 1 at 14
(i.e., page 2 of the updated MECO-1306). This exclusion deci'eased the 2007 average
Unamortized Net SFAS 109 Regulatory Asset by $1,207,000 (the average of $1,352,000 and
$1,062,000) and decreased average ADIT by its tax effect of $469,579. Stipulated Settlement
Letter, MECO T-13, Attachment 3; Stipulated Settlement Letter, Exhibit 1 at 45.

189. Inits response to CA-IR-377, the Company stated, “MECO has changed its
position with respect to the deferred taxes related to AFUDC in CWIP and TCI in light of the
settlement position in HECO Docket No. 2006-0386. In that case, HECO agreed to include in
rate base all the deferred taxes associated with AFUDC and to similarly include all the deferred
taxes associated with TCL” As a result, the Consumer Advocate proposed to restore the ADIT
balances related to: (1) AFUDC in CWIP, (2) the Regulatory Asset for AFUDC Equity Tax
Gross Up related to AFUDC in CWIP, and (3) TCI (see CA T-3 at 63-64), but inadvertently did
not propose to add Back the adjustment to the Regulatory Asset itself for the AFUDC Equity Tax
Gross Up related to AFUDC in CWIP. Stipulated Settlement Letter, Exhibit | at 45.

190. _ As a result of settlement discussions, the Parties agreed to restore the average
ADIT balances totaling $1,544,199 (the previously mentioned $1,074,620 and $469,5.79) as
proposed by the Consumer Advocate (see CA-101, Schedule B-4). The $1,544,199 is comprised
of $1,416,803 for the Maui Division, $58,679 for the Lanai Division and $68,717 for the
Molokai Division (allocated based on relative plant balances on December 31, 20006, as showp n
MECO’s response to CA-IR-380 at 3). In addition, the Parties agree to add back the average test
year adjustment to the Regulatory Asset for AFUDC Equity Tax Gross Up related to AFUDC in

CWIP in the consolidated amount of $1,207,000 (i.e., (51,352,000 + $1,062,000) + 2), which is
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comprised of $1,080,000 for the Maui Division, $57,000 for the Lanai Division and $70,000 for
the Molokai Division (see June 2007 Update, MECO T-13, Attachment 1 at 13-14; see also the
discussion below regarding the Unamortized Net SFAS 109 Regulatory Asset). Stipulated
Settlement Letter, Exhibit 1 at 45-46.

191. ADIT related to emission fees. Emission fees are accrued monthly for book

purposes but are not deducted for tax purposes until paid to the State DOH by May 1* (extended
due date) of the fo!lowing year. This creates a temporary difference between the amount accrued
in the current year (increases taxable income in current year) and the amount paid in the
following year (decreases taxable income in the year fees are palid). Stipulated Settlement Letter,
Exhibit 1 at 46.

192.  Inthe Company’s direct testimony, MECQ’s consolidated average ADIT estimate
related to emission fees was $167,080. Stipulated Settlement Letter, MElCO T-13, Attachment
3. The amount was subsequently revised in the June 2007 Update for MECO T-13, to $293,431
to include actual 2006 recorded balances, estimated 2006 post year end adjustments, and updated
2007 amounts for certain revised test year estimates of revenue and expenses. As updated, the
Company’s estimated ADIT balances at December 31, 2007 with respect to emission fees
included $331,476 for federal taxes and $60,612 for state taxes. See Stipulated Settlement
Letter, MECO T-13, Attachment 3. In its response to CA-IR-379, MECO indicated that the
ADIT balances associated with the estimated emission fees at December 31, 2007 were '
incorrect. The federal and state balances should have been $127,351 and $23,286, resﬁectively.
Stipulated Settlement Letter, Exhibit 1 at 46.

193.  As aresult, the Consumer Advocate proposed to adjust the ADIT balances related

to emission fees by a consolidated $120,727 (see CA-101, Schedule B-4) to reflect the corrected
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December 31, 2007 estimated balances. The $120,727 consolidated average test year adjustment
is comprised of $110,767 for the Maui Division, $4,588 for the Lanai Division and $5,372 for
the Molokai Division (allocated based on relative plant balances at December 31, 2006, as shown
in MECO’s response to CA-IR-380 at 3). MECO agrees with the Consumer Advocate’s
proposed adjustment, and the resulting consolidated test year ADIT estimate of $172,704
($293,431-8120,727). Stipulated Settlement Letter, Exhibit 1 at 46.

194.  ADIT on IRP/DSM program costs. For book purposes, IRP/DSM program costs

are deferred when incurred and expensed when the related revenues are collected. For tax
purposes, DSM program costs are deducted when incurred. This creates a book/tax temporary
difference. Stipulated Settlement Letter, Exhibit 1 at 46.

195.  In the Company’s direct testimony, the Company’s consolidated estimate of
average ADIT on [RP/DSM program costs was $331,930. See Stipulated Settlement Letter,
MECO T-13, Attachment 3. The amount was subsequently revised in the June 2007 Update for
MECO T-13 to $441,482, based on MECO’s proposal to exclude the ADIT on IRP costs from
the test year. See Stipulated Sett_lement Letter Attachment MECO T-13, Attachment 3; June
2007 Update, MECO T-13 at 2. As stated on page 8 of MECO’s response to CA-IR-182, “Over-
and under-recovered balances of deferred DSM and IRP costs are not included in rate base, so
the related deferred tax balances should also be excluded from rate base. This is consistent with
HELCO?’s treatment of its DSM and IRP deferred taxes in Docket No. 05-0315.” Stipulated
Settlement Letter, Exhibit | at 46-47.

196.  In 1ts written testimony, the Consumer Advocate disagreed with MECO, and
proposed to include average ADIT on IRP/DSM program costs of $441,572. See CA-101,

Schedule B-4. The Consumer Advocate’s estimate differs slightly from MECO’s estimate
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because the Consumer Advocate used $68,429 instead of $68,249 as the IRP/DSM State

Deferred Taxes balance at 12/31/2007. On pages 66 and 67 of CA-T-3, the Consumer Advocate
stated: “To fully account for the economic impact of IRP/DSM program spending and cost
recovery, given the allowance of interest on gross pretax deferred costs, the deferred tax impacts
must also be treated as jurisdictional and included in rate base (because they are not recognized
when interest is accrued)”. Stipulated Settlement Letter, Exhibit 1 at 47.

197. . For purposes of settlement, the Consumer Advocate accepts MECO’s proposal to
exclude from the test year ADIT the deferred taxes on IRP costs. This is consistent with the
Consumer Advocate’s position in Docket No. 05-0315. See Docket No. 05-0315, CA-T-1 at 73.
Consideration should be given to allowing interest on only the net post-tax deferred IRP/DSM
costs prospectively within reconciliation calculations that are berformed, so as to recognize that
ADIT balances associated with this temporary difference are being retained for shareholders as a
result of rate base exclusion of such amounts. Stipulated Settlement Letter, Exhibit 1 at 47.

198. Unamortized Net SFAS 109 Regulatory Asset. As discussed morefully in the

ADIT section of this document with respect to the ADIT related to AFUDC and TCI, in the

June 2007 Update for MECO T-13, filed on August 24, 2007, the Company eliminated ADIT on
AFUDC in CWIP, but restored, to the full amount, the TCI in ADIT. Stipulated Settlement
Letter, MECO T-13, Attachment 3. An attendant adjustment was also made to exclude the
Regulatory Asset for AFUDC Equity Tax Gross Up related to AFUDC in CWIP. See June 2007 '
Update, MECO T-13, Attachment 1 at 14 (i.e., page 2 of the updated MECO-1306). This
exclusion decreased 2007 average Unamortized Net SFAS 109 Regulatory Asset by $1,207,000
(the average of $1,352,000 and $1,062,000) and decreased average ADIT by its tax effect of

$469,579. Stipulated Settlement Letter, Exhibit 1 at 47; see Stipulated Settlement Letter, MECO
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T-13, Attachment 3.

199. In MECO’s response to CA-IR-377, the Company stated, “MECO has changed its
position with respect to the deferred taxes related to AFUDC in CWIP and TCI in light of the
settlement position in HECO Docket No. 2006-0386. In that case, HECO agreed to include in
rate base all the deferred taxes associated with AFUDC and to similarly include all the deferred
taxes associated with TCI”. As a result, the Consumer Advocate proposed to restore the ADIT
balances related to (1} AFUDC in CWIP, (2) the Regulatory Asset for AFUDC Equity Tax Gross
Up related to AFUDC in CWIP, and (3) TCI (see CA T-3 at 63-64), but inadvertently did not
propose to add back the adjustment to the Regulatory Asset itself for the AFUDC Equity Tax
Gross Up related to AFUDC in CWIP. Stipulated Settlement Letter, Exhibit 1 at 47-48.

200. Asdiscussed in the “ADIT related to AFUDC and TCI” section above, the Parties
agree for settlement purposes to restore the average ADIT balances totaling $1,544,199 as
proposed by the Consumer Advocate (see CA-101, Schedule B-4). In addition, the Parties agree
to add back the average test year adjustment to the Regulatory Asset for AFUDC Equity Tax
Gross Up related to AFUDC in CWIP in the consolidated amount of $1,207,000, which is
comprised of $1,080,000 for the Maui Divisibn, $57,000 for the Lanai Division and $70,000 for
the Molokai Division. See June 2007 Update, MECO T-13, Attachment 1 at 13-14; Stipulated
Settlement Letter, Exhibit 1 at 48.

201. Working Cash. Working cash represents the net cash needed to recognize that
electric service is provided before customers pay for such services. Working cash is comprised
of the net of the revenue collection lag and the payment lag and is calculated by multiplying the
net collection lag days by the average daily expenditure for each category of payment lag and

then summing the product of each category. Stipulated Settlement Letter, Exhibit 1 at 38-39; see
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MECO T-15 at 16-15.

202, Inits direct testimony, MECO included six categories of payment lag: fuel
purchases, O&M labor, purchased power, O&M non-labor, revenue taxes and income taxes. The
test year estimate of working cash at present and proposed rates was $7,343,000 and $7,136,000
for Maui Division (MECO-1507), $338,000 and $332,000 for the Lanai Division (MECO-1513),
and $295,000 and $287,000 for the Molokai Division (MECO-1519). The consolidated test year
- estimate of working cash for MECO was $7,976,000 at present rates and $7,755,000 at proposed
rates (MECO-WP-2001 at 2). Stipulated Settlement Letter, Exhibit 1 at 48.

203. These amounts were subsequently updated in the June 2007 Update (MECO T-
15), to reflect the updated test year expense amounts presented by other witnesses in their June
2007 Updates and responses to IRs. The Company also proposed adjustments to the working
cash calculation as a result of its proposed pension and OPEB tracking mechanisms. The
- pension tracking mechanism proposed in the Company’s June 2007 Update (MECO T-9)
required MECO to make contributions to the pension plan equgl to the net periodic pension cost.
Therefore, the Company proposed a payment lag of 14 days for pension expense based on the
anticipated monthly payments that would be made upon implementation of the pension tracking
mechanism. However, the Company stated that if the pension tracking mechanism is not
implemented, the payment lag for pension expense would be zero, as previously submitted in
direct testimony. The pension tracking mechanism also proposed amortization of the pension
asset in rate base over a five year period. Therefore, the Company proposed inclusion of the
pension amortization expense as a separate component of working cash with a revenue collection
lag of 36 days consistent with all other working cash items and a payment lag of zero. Stipulated

Settlement Letter, Exhibit 1 at 48-49.
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. 204. The proposed OPEB tracking mechanism required MECO to make contributions
to the OPEB plan equal to the net periodic benefit cost. The Company proposed a payment lag
of 84 days for OPEB expense based on the anticipated quarterly payments that would be made to
the OPEB trust accounts. However, the Company stated that if the OPEB tracking mechanism is
not implemented, the payment lag for OPEB expense would be zero as previously submitted in
direct testimony. Stipulated Settlement Letter, Exhibit | at 49; see June 2007 Update, MECO T-
15 at 2-4.

205. In its written testimony, the Consumer Advocate maintained that absent a link
between pension accruals and recurring fund contributions, the pension accrual is nothing more
than another non-cash expense. The Consumer Advocate recommended removal of this item
from the lead lag study, absent plans or a study that specifically analyzes pension cash flows.

. With respect to OPEB accruals, the Consumer Advocate stated that Decision and Order No.

13659 required MECO to fund its entire postretirement benefit costs to the maximum extent

possible and that MECO had made recurring annual contributions to exte;mal funds since the

issuance of Decision and Order No. 13659. As a result, the Consumer Advocate recommended |

rejection of a proposal to link the value of the OPEB payment lag to whether the Commission

adopts the OPEB tracking mechanism but recognized in its working cash calculation an 84-day

payment lag for OPEB. Stipulated Settlement Letter, Exhibit 1 at 49; see CA-T-1 at 112-113.

206. Based on the settlement reached with regard to the exclusion of the “Pension

Asset” from the test year revenue requirement and the implementation of a “Pension Tracking

Mechanism” as discussed above, the Company agrees to exclude the pension expense and

pension asset amortization from the working cash calculation and to utilize an 84-day payment

lag for OPEB in the calculation of the O&M non-labor payment lag. Stipulated Settlement



Letter, Exhibit 1 at 49.

207. The revised O&M non-labor payment lag days estimate, as a result of
incorporating the above discussed items, is 37 days. See Stipulated Settlement Letter, MECO T-
15, Attachment 1. This payment lag was calculated on a consolidated basis and is applied to
each division. This methodology is consistent with MECO’s presentation in direct testimony
(MECO T-15), in the June 2007 Update for MECO T-15, and other MECO rate cases. Other
differences in the working cash resulted from c.liﬁ'erences in the related expense items. For

.purposes of settlement, the Parties agree to an O&M non-labor payment lag of 37 days and to the

following test year working cash amounts at present and proposed rates:

Working Cash
Settlement Test Year Estimates {000s)
At Present Rates At Proposed Rates
Maui Division $6,921 $6,802
Lanai Division $319 $297
Molokai Division $273 $259
Total Company $7,513 $7,358

Stipulated Settlement Letter, Exhibit 1 at 49-50; Statement of Probable Entitlement, Exhibits 1-4
at 3.

D.

Rate of Return
1.
Introduction
208. . The following guidelines apply to the determination of a fair rate of return:
[A] fair return must:

(1) be commensurate with returns on investment in other enterprises having
corresponding risks and uncertainties;
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(2) provide a return sufficient to cover the capital costs of the business,
including service on the debt and dividends on the stock; and

3) provide a return sufficient to assure confidence in the financial integrity of
the enterprise to maintain its credit and capital-attracting ability.

Re Hawaiian Electric Co., Docket No. 04-0113, Decision and Order No. 24171 (May 1, 2008)

(“D&O 24171™) at 70; Re Hawaiian Electric Co., Docket No. 7766, Decision and Order No.

14412 (December 11, 1995) (“D&O 14412™) at 47; Re Hawaiian Electric Co., Docket No. 7700,

Decision and Order No. 13704 (December 28, 1994) (*D&O 13704”) at 60-61; Re Hawaiian
Electric Co., Docket No. 6998, Decision and Order No. 11699 (June 30, 1992) (“D&O0O 11699™)

at 139-40; and Re Hawaii Electric Light Co., Docket No. 94-0140, Decision and Order No.

15480 (Apnl 2, 1997) (*D&O 15480”) at 31 {citing Bluefield Waterworks and Improvement Co.

v. Public Service Comm’n, 262 U.S. 679 (1923) and Federal Power Comm’n v. Hope Natural

Gas, 320 U.S. 591 (1944), see Re Hawaii Electric Light Co., Docket No. 7764, Decision and

Order No. 13762 (February 10, 1995) (“D&O 13762") at 47; Re Hawaii Electric Light Co.,

Docket No. 6999, Decision and Order No. 11893 (October 2, 1992) (“D&O 11893™) at 64; Re

Maui Electric Co., Docket No. 97-0346, Amended Decision and Order No. 16922 (April 6,

1999) (“D&O 16922™) at 33; Re Maui Electric Co., Docket No. 86-0040, Decision and Order

No. 16134 (December 23, 1997) (“D&O 16134") at 16-17, Re Maui Electric Co., Docket No.

04-0345, Decision and Order No. 15544 (April 28, 1997) (“D&O 15544") at 33; Re Maui

Electric Co., Docket No. 7000, Decision and Order No. 13429 (August 5, 1994) (“D&O 13429”)

at 52; Federal Power Commission v. Memphis Light, Gas & Water Divisicn, 411 U.S. 458

(1973); Permian Basin Rate Cases, 390 U.S. 747 (1968); Dugquesne Light Co. vs. Barasch, 488

U.S. 299 (1989).

209. A percentage return on rate base that is at least equal to the Company’s composite
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cost of capital would be a fair rate of return in this docket. The composite cost of capital
represents the carrying cost of the money received from investors to finance the rate base. In
order to adequately compensate those who have invested in the Company, MECO needs to be
allowed a reasonable opportunity to earn at least its composite cost of capital. Further, a rate of
return on rate base at least equal to the Company’s composite cost of capital would satisfy the
three guidelines to a fair return, provided that the Company is given a realistic opportunity to
actually earn the return. A finding by the Commission of a return on rate base at least equal to
the Company’s composite cost of capital would allow the Company to cover the capital costs of
the business; it would provide a return on investment commensurate with returns on other
investments having corresponding risks; and it would provide assurances to the financial
community of the Company’s financial integrity (or financial strength). See MECO T-17 at 3.
2.

Cost of Capital

210. Capitalization. MECO proposed the following capitalization amounts and

weights in direct testimony:

Amounts ($000) Weights (%)
Short-term debt 4,750 1.27
Long-term debt 150,585 40.15
Hybrid securnities 9,192 2.45
Preferred stock 4,693 1.25
Common stock 205,882 54.89

See MECO-1701, see also Stipulated Settlement Letter, MECO T-17, Attachment 1. The
Consumer Advocate agreed to utilize the capital structure proposed by MECO. Stipulated
Settlement Letter, Exhibit | at 50; see CA-T-4 at 3.

211, Cost of Capital. There were no differences between MECO and the Consumer

Advocate with respect to the cost rates for short-term debt, long-term debt, hybrid securities and
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preferred stock. See MECO-1701; CA-413. The weighted earnings requirement for short-term
debt, long-term debt, hybrid securities and preferred stock is the same for MECO and the
Consumer Advocate. See MECO-1701; CA-T-4 at 3, CA-413. The Parties agree to the capital
structure as discussed above. Therefore, there are no differences related to the weighted earnings
requirements for short-term debt, long-term debt, hybrid securities and preferred stock.
Stipulated Settlement Letter, Exhiﬁit 1 at 50.

212, Return on Common Equity and Composite Cost of Capital. In MECO’s 2007 test
year rate case, MECO recommended a rate of return on common equity of 11.25% in direct
testimony.22 See MECO T-17 at 52. This resulted in an overall cost of capital of 8.98%. See
MECO-1701. The Consumer Advocate proposed that the cost of common equity for MECO is
within a broad range of 9.00% to 11.00%, but proposed to use the middle portion of this range
and thus recommended a range of 9.50% to 10.50% for the rate of return on common equity.

See CA-T-4 at 4-5. This resulted in an overall cost of capital in the range of 8.02% to 8.57%
(8.29% mid-point which incorporates a cost of coﬁlmon equity of 10.00%). See CA-T-4 at 5.
The Consumer Advocate’s specific cost of capital recommendation for MECO was 8.29%.
Stipulated Settlement Letter, Exhibit 1 at 51; see CA-T-4 at 5.

213.  For the purpose of reaching a global settlement in this rate case, MECO and the
Consu'mer Advocate agree on a rate of return on common equity of 10.7% for the test year. This

results in a composite cost of capital of 8.67%. See Stipulated Settlement Letter, MECO T-17,

~Attachment 1. The 10.7% return on common equity is the same as that found reasonable by the

Commission for purposes of interim rate relief in Docket No. 04-0113, HECO’s 2005 test year

*? In the settlement negotiations, the Company also provided supplemental information regarding its credit ratings.
See MECO's response to CA-IR-5, revised September 13, 2007 at 8-11, for a copy of S&P's adicle that
discusses MECO's downgrade. See Docket No. 2006-0386, HECO 2007 Test Year Rate Case, August 2007
Supplement {September 6, 2007), HECO T-19, Attachment 4, for a copy of the Moody’s article dated
December 21, 2006.
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rate case. See Intenm D&O No. 22050 at 6-7. In addition, in Docket No. 04-0113, page 75 of
Amended Proposed Decision and Order No. 23768 included a statement that the Commission
found the 10.7% cost of common equity to be reasonable. The Commission also accepted a
10.7% return on common equity for purposes of interim rate relief in HECO’s 2007 test year rate
case, Docket No. 2006-0386 (see Interim D&O No. 23749 at 9) and HELCO’s 2006 test year
rate case, Docket No. 05-0315 (see Interim D&O No. 23342 at 9) Stipulated Settlement Letter,
Exhibit 1 at 51.

E.

Cost of Service/Rate Increase Allocation/Rate Design

1.

Cost of Service Study

214. A cost of service study is a tool used to estimate the cost responsibility of the
different rate classes served by MECO for ratemaking purposes. The Company prepared two
types of cost of service studies for this proceeding, one based on embedded or accounting costs,
and the other was based on marginal costs. Although both studies reflected the costs of
providing service, the procedure and emphasis of each of these two studies were different. An
embedded cost of service study (or simply “cost of service study”) is a process used to categorize
and allocate the total utility costs of providing service (the utility’s total revenue requirements) to
the various rate classes in order to determine each class’ estimated cost responsibility. In
contrast, a marginal cost study determines the change in the utility’s costs of providing service
due toa unit change in kW, kWh, or number of customers served by the utility. Final Séttlement .

Letter,2® Exhibit 1 at 1; MECO T-18 at 1-2.

3 Letter dated December 12, 2007, from William A. Bonnet to the Commission, subject: Docket No.
2006-0387 — MECO 2007 Test Year Rate Case, Final Settlement Letter — Rate Design Issues.
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215. Development of MECO’s embedded cost of service study for this proceeding
involved three steps. First, the functionalization process categorized each of the costs and rate
base items into the major operating functions: production, transmission and distribution. Second,
the classification process classified each of the functionalized costs and rate base items into each
of three costs components: energy-related, demand-related and customer-related. Third, each of
the three costs components were allocated to the different rate classes by allocation factors. See
MECO T-18 at 5-9. MECO provided its embedded cost of service study in direct testimony
based on a cost allocation methodology previously approved by the Commission. Final
Settlement Letter, Exhibit | at 1; see MECO T-18 at 11-12.

216. Inits direct testimony, the Consum-er Advocate stated tl;lat MECO’s general
procedures for its embedded cost of service study are widely accepted aﬁd, with a few
exceptions, are reasonable for a utility with MECQO’s service charactcriétics. CA-T-5at 8. The
Consumer Advocate also concurred with the Company’s methodology for allocating the test year
production and transmission demand costs. Final Settlement Letter, Exhibit 1 at 1; CA-T-5 at
I.

217. However, tﬁe Consumer Advocate expressed two concerns with MECO’s cost of |
service methodology. First, the Consumer Advocate asserted that because the distribution
network of poles, lines and transformers do not vary directly with the number of customers being
served, these costs should be classified as entirely demand-related, as opposed to partially
customer-related as classified by MECO. Second, the Consumer Advocate maintained that some
production O&M costs vary with kWh output and therefore should be treated as energy-related
costs. In contrast, MECO had treated all non-fuel production O&M costs as demand-related.

The Consumer Advocate contended that its recommended changes to classifying and allocating
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. the respective costs are reasonable and should be considered by the Commission. The Consumer
Advocate also recommended that the Company conduct a study to determine the mix of
demand/energy production O&M cost drivers in support of its next rate case filing and embedded
cost of service study. Final Settlement Letter, Exhibit 1 at 1-2; CA-T-5at 9, 11-12.

218. The Consumer Advocate did not propose any changes to the Company’s marginal
cost study. Final Settlement Letter, Exhibit | at 2; CA-T-5.

219.  As HECO and the Consumer Advocate agreed in Docket No. 2006-0386 (HECO
2007 test year rate case), for settlement purposes in this rate case:

(a) The Parties concur that agreement on a cost of service
methodology is not a requirement to settle this rate case since the
proposed rates that are based on the agreed upon test year revenue
requirements are not based directly upon the results of the cost of
service study as noted below. The agreements on revenue
allocation and rate design presented below are reasonable given the

. results of both MECO’s and the Consumer Advocate’s proposed
cost of service methodologies;

(b) MECO agrees in its next rate case to present a cost of service study
utilizing the same distribution classification methodology as it used
in this case, as well as a cost of service scenario that classifies all
distribution network costs (poles, conduits, lines, and transformers
investment and expenses) as demand-related. MECO can present
other cost of service scenarios, if desired, and make whatever
recommendations it chooses regarding interpretation and
utilization of cost of service evidence; and

(c) MECO agrees to conduct studies designed to isolate the demand
(fixed) versus energy (vanable) elements of its non-fuel production
O&M expenses for use in the next MECO rate case, to be included
in all of MECQ’s cost of service scenarios.
Final Settlement Letter, Exhibit 1 at 2.
2.

Inter-Class Allocation of Rate Increase

. 220. Inits direct testimony, MECO proposed to assign the revenue increase in the




same percentage to each division (Maui, Lanai and Molokai) and to each rate schedule within
each division (MECO T-18 at 5) because the allocation of the revenue increase according to cost
of service would have resulted in excessively large increases for customers on Lanai and
Molokai. Therefore, to mitigate the hardship on these customers, the Company proposed an
equal percentage increase for each division. Final Settlement Letter, Exhibit 1 at 2; MECO T-1
at 21-22.

221. The Consumer Advocate stated that because cost of service results can change
significantly from one test period to another due to shifts in load conditions, expense levels or
methodology changes, cost of service results should only be used as a guide and other factors
must also be considered in developing rates that are intended to recover the test year revenue
requirement. CA-T-5 at 36. The Consumer Advocate concurred that customer impacts should
be considered in developing the proposed rates and thus agreed with the Company’s proposal to
assign the same percentage increase to each division and to each rate schedule within each
division. In supporting MECQ’s proposal, the Consumer Advocate noted that an equal
percentage rate increase will produce gradual movement toward indicated cost of service under
cither the MECO or Consumer Advocate’s recommended embedded cost of service allocation
methodologies. Final Settlement Letter, Exhibit | at 2-3; CA-T-5 at 38.

3.

Rate Design and Proposed Rates

222. Rate design is the conversion or translation of the Company’s proposed revenue
requirements for each rate class into a pricing structure to collect MECO’s required revenues to
cover its total costs of providing service. MECO T-18 at 13.

223, In this case, MECO proposed an inclining rate block structure in Schedule R,
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similar in structure to HELCO’s proposal in Docket No. 05-0315 and HECO’s proposal in
Docket No. 2006-0386. Proposed demand charges for the commercial rate classes are designed
to recover a higher percentage of demand costs than in previous rate cases. The billing demand
calculation in Schedule J is proposed to be modified to the same calculation as exists for
Schedule P. The proposed adjustments for supply voltage delivery for Schedule G, Schedule J,
Schedule F, and Schedule U are based on a test year 2007 analysis performed by the
- Transmission Planning division. Finally, energy charges are adjusted to achieve the proposed
revenue by rate class. In the case of Schedule J, Schedule P, and Schedule F, each energy charge
tier is proposed to be adjusted by approximately the same amount in cents per KkWh. MECO T-
18 at 14. |

224. Schedule R. Schedule R service applies to residential lighting, heating, cooking,
air conditioning and power in a s.ingle family dwelling unit metered and billed separately by the
Company. The Company proposed an inclining block rate design (with lower than average rate
increases for customers with kWh usage in the lowest tier, no more.than approximately the class
average rate increase for customers with kWh usage in the middle tier, Iand above average
increases for customers with kWh usage in the highest tier), no changes to customer charges, and
a provision for customers in the LIHEAP program to be charged only at the lowest price tier of
the non-fuel energy charges. The merits of an inclining block rate design include mitigation of
rate impact on the smallest users of the system, pricing signals that help to encourage
conservation, and assignment of a greater share of the cost increase to the larger users. The
provision for customers in the LIHEAP program would be the same as proposed in the most

recent HECO and HELCO rate cases. Final Settlement Letter, Exhibit 1 at 3; MECO T-18 at 15-
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225. Asit had done in Docket Nos. 2006-0386 (HECO 2007 test year rate case) and
05-0315 (HELCO 2006 test year rate case), the Consumer Advocate agreed with the Company’s
residential inclining block rate design proposals, stating that inclining block rate structures can
strengthen the incentive for residential customers to invest in conservation, improve affordability
of electric service for customers with low usage levels and mitigate rate increase impacts on
lower income consumers who elect to limit their usage to the lower tiers of the rate. The
Consumer Advocate also stated that the proposal for LIHEAP customers is an important element
of the inclining block rate proposal that should be approved by the Commission. Final
Settlement Letter, Exhibit 1 at 3; CA-T-5 at 43-44.

226. Commercial Rate Schedules — Customer Charges. Schedule G is for general

power service applicable to small commercial customers with loads not exceeding 5,000 kWh
per month or loads less than or equal to 25 kW. MECO proposed Schedule G customer charges
of $25 per month for single phase service and $40 per month for three phase service at Maut
Division (MECO T-18 at 18), $30 per month for single phase service and $45 per month for
three phase service at Lanai Division (MECO T-18 at 49), and $23 per month for single phase
service and $34 per month for three phase service at Molokai Division (MECO T-18 at 80). The
proposed customer charges were designed to recover approximately the same share of the
Schedule G customer cost of service as in the final rate design in the MECO test year 1999 rate

Case. See MECO T-18 at 18-19, 49, 80. The Consumer Advocate stated that these proposals

-were generally consistent with its cost of service results and did not exceed customer charges

found acceptable in settlement with HECO in Docket No. 04-0113 and should therefore be
approved by the Commission. Final Settlement Letter, Exhibit 1 at 3-4; CA-T-5 at 45.

227. Schedule J is for general power service applicable to commercial customers with
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loads greater than 5,000 kWh per month or greater than 25 kW, but less than 200 kW. MECO
proposed Schedule J customer charges of $50 per month for single-phase service and $65 per
month for three-phase service at Maui Division (MECO T-18 at 20}, $45 per month for single-
phase service and $60 per month for three-phase service at Lanai Division (MECG T-18 at 51),
and $32 per mpnth for single-phase service and $42 per month for three-phase service at
Molokai Division (MECO T-18 at 81). The proposed customer charges were designed to
recover approximately the same share of the Schedule J customer cost of service study results as
in the final rate design for the MECO test year 1999 rate case. See MECO T-18 at 21, 51-52, 82.
The Consumer Advocate agreed with the proposed Lanai and Molokai charges for Schedule J,
but proposed to limit the Maui Division increase to $10 such that the Maui Division proposed
Schedule J customer charges would be $45 per month for single-phase service and $60 per
month for three-phase service. The Consumer Advocate’s position was that the proposed
customer charges for Maui Division were unacceptable when combined with the proposed
demand charge increases, which would result in unacceptably large percentage bill increases to
the smallest, low load factor Schedule J customers. CA-T-5 at 45-46. For the purpose of
reaching a settlement on rate design issues in this proceeding, MECO accepted the Consumer

Advocate’s proposal for Schedule J customer charges at the Maui Division. Final Settlement

Letter, Exhibit 1 at 4.

228. Schedule H is an end-use rate that applies to specific commercial electric loads,
including commercial cooking, heating, air conditioning, and refrigeration loads. MECO
proposed Schedule H customer charges of $40 per month for single-phase service and $55 per
month for three-phase service at the Maui and Lanai Divisions (increases of $12.00 to $13.00 per

month), while leaving the Schedule H customer charges at Molokai Division unchanged (MECO
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T-18 at 23, 54, 85. The proposed customer charges are designed to recover less than the same
share of the Schedule H customer cost of service, similar to the final rate design in the MECO
test year 1999 rate case, in order to moderate the increase in the customer charge rates. Final
Settlement Letter, Exhibit 1 at 4.

229. Inits direct testimony, the Consumer Advocate stated that considering the higher
unit customer costs to serve Schedule H (as shown on MECO-1810 at | and CA-501 at 1), the
Company’s proposal to close Schedule H to new customers and the Consumer Advocate’s
proposal to limit Schedule H demand charge increases (discussed below), the Company’s
proposed customer charge increases for Schedule H were reasonable. Final Settlement Letter,
Exhibit | at 4; CA-T-5 at 46.

230.  Schedule P is for general power service applicable to commercial or industrial

customers with large power loads of at least 200 kW. MECO proposed to increase the Schedule

P customer charge from $225 to $375 for the Maui Division (MECO T-18 at 25), with no
changes in the Schedule P customer charge for the Lanai and Molokai Divisions. MECO T-18,
at 56, 86. The proposed customer charge increase for the Maui Division is designed to recover
less than the same share of the Schedule P customer cost of service as in the final rate design in
the MECO 1999 test year rate case in order to moderate the increase in the customer charge.
Final Settlement Letter, Exhibit 1 at 4-5; MECO T-18 at 26.

231. The Consumer Advocate recommended limiting the Maui Division Schedule P
customer charge to $300 per month at this time to moderate the impact of rate changes upon the
smallest Schedule P customers. CA-T-5 at 46'. For purposes of reaching a settlement on rate
design issues, MECO accepted the Consumer Advocate’s proposal. Final Settlement Letter,

Exhibit 1 at 5.
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232,  Commercial Rate Schedules — Demand Charges. MECO proposed the following

increases to demand charges in Schedules J, H, and P

MECO PROPOSED DEMAND CHARGES
(PER KW BILLED)

Maui Lanai Molokai
Schedule Existing | Proposed Existing Proposed Existing Proposed
J $5.75 $12.00 $5.75 $9.00 $4.75 $11.00
H $4.50 $7.00 $4.50 $8.00 $6.00 $10.00
P (0-500 kW) $8.50 $18.00 $8.50 $22.00 $5.00 $11.00
P (=501 kW) $8.00 $17.00 $8.00 $20.00 $4.85 $10.00

Final Settlement Letter, Exhibit 1 at 5; MIéCO T-18 at 20, 23, 25; 51, 54, 56, 81_, 85, 86-87.

233.  The proposed demand charges were designed to recover a greater proportion of
the demand costs through the demand charges rather than through energy charges, in order to
align rates closer to their cost of service. Final Settlement Letter, Exhibit [ at 5; MECO T-18 at
21, 24, 26.

234.  Inits direct testimony, the Consumer Advocate expressed concern about the
impact of the proposed demand charge increases on lower load factor customers and
recommended limiting demand charge increases to no more than 30% above the demand charges
presently in effect so as to more gradually increase rates towards the indicated demand cost of
service. CA-T-5 at 48-49. MECO was willing to limit the Schedule J and Schedule H demand
charge increases to no more than 30% above the demand charges currently in effect and reduce
its proposed demand charges for Schedule P by $2.00 per kW. For purposes of settlement, the

Parties agreed on the following demand charges:

DEMAND CHARGES
MECO-CONSUMER ADVOCATE AGREEMENT
(PER KW BILLED)
Maui Lanai Molokai
Schedule Existing | Proposed Existing Proposed Existing Proposed
J $5.75 $7.50 $5.75 $7.50 $4.75 $6.15
H $4.50 $5.85 $4.50 $5.85 $5.85 $7.80
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. P (0-500 kW) $8.50 $16.00 $8.50 $20.00 $5.00 $9.00
P (=501 kW) $8.00 $15.00 $8.00 $18.00 $4.85 $8.00

Final Settlement Letter, Exhibit | at 6.

235. Commercial Rate Schedules — Energy Charges. In its direct testimony, MECO
proposed to recover in Energy Charges the part of the.class revenue requirement that is not
provided by the proposed customer and demand charges, net of all other adjustments. The
Consumer Advocate agreed that this was a reasonable approach, subject to its proposed
constraints regarding the need to gradually increase customer and demand charges. Final

Settlement Letter, Exhibit 1 at 6; MECO T-18 at 21, 24, 26, 52, 55, 57, 83, 85, 87-88; CA-T-5 at

49.

236. Commercial Rate Schedules — Power Factor Adjustment. Large commercial

. customers with demands of 200 kW or more are subject to power factor adjustments based on
their measured use of var-hours. Under current MECO rates, power factor adjustments are
credits for power factors above 85% and surcharges for power factors below 85% (the breakpoint
is 90% at Molokai Diviston). In its direct testimony, the Consumer Advocate recommended that
MECO provide in its next general rate filing either: (a) Company-specific studies to support the
Company’s proposed power factor rate credits; or (b) an explanation as to how the results of
analyses performed for HECO and HELCO can be applied to MECO’s costs and power factor
adjustment. CA-T-5 at 55. MECO agrees in its next rate filing to complete a MECO power
factor study in support of revised power factor rate elements or explain how the results of a
HECO or HELCO study would apply to MECO for such purposes. Final Settlement Letter,
Exhibit | at 6.

237. Commercial Rate Schedules Schedule H. As HECO and HELCO have proposed

@

in Docket Nos. 2006-0386 and 05-0315, respectively, MECO also proposed to close its only end-
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used based Schedule H tariff to new customers as part of a plan to transition Schedule H

customers to Schedules J and P. See MECO T-18 at 23, 54, 85-86. MECO is moving towards
clearer distinctions between its commercial customers, and the number of Schedule H customers
is relatively small compared to the number of Schedule G, Schedule J, and Schedule P
customers. If any Schedule H customers remain at the time of the next MECO rate filing, the
Consumer Advocate recommends that MECO be required to submit evidence of the continuing
need for Schedule H or a plan for orderly migratior.l of remaining Schedule H customers to other
_rate schedules. See CA-T-5 at 53-54. For purposes of settlement, the Company agreed to
eliminate Schedule H in its rate design proposal in the next MECQO general rate case. Final
Settlement Letter, Exhibit 1 at 6-7.
4.

Other Revisions to Rate Schedules/Rule Changes

238.  MECO also proposed the following rate schedule/rule changes:

n Increase Schedule G minimum charges to maintain the price differential between
the customer charge and minimum charges that are in existing MECO rates. See
MECO T-18 at 19, 49, 80.

(2) Modify the determination of billing demand in Schedule J for simplicity and ease
of understanding. The proposed average demand ratchet is the same as the
current demand ratchet in Schedule P, making the demand ratchet provisions for
all of the demand rate schedules the same and consistent. See MECO T-18 at 22,
53, 84.

3) Modify the Schedule J Availability Clause:

(a) to better define and clanfy the load size that qualifies under Schedule J for
ease of understanding and application;

(b) to make a clearer distinction between the medium-sized customers served
under Schedule J, and the large power customers served under the
Schedule P;

(c) to apply Schedule J to a more homogenous group of medium size
commercial and industrial customers with similar ioad levels and
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. characteristics, essential for designing more efficient pricing and costing,
and facilitate aligning rates closer to cost of service; and

(d)  to support rate and revenue stability and continuity
See MECO T-18 at 21-22, 52-53, 83.

(4)  Modify the Schedule P Availability Clause to exclude all customers that would be
served under Schedule J. See MECO-108 at 13; MECO-109 at 12; MECO-110 at
12.

(5) Close Schedule U to new customers because there are no customers on this rate.
See MECO T-18 at 28, 59, 91.

(6) Close Schedule N at Molokai Division to new accounts. (Schedule N service is
only available on Molokai.) See MECO T-18 at 88.

(7)  Modify the terms and conditions of Rider T to allow customers to do emergency
maintenance on their equipment without considering its impact on the customers’
on-peak billing demand. See MECO T-18 at 30, 60, 92.

(8) Terminate the electric vehicle charging rates because there ar¢ no customers and
. there is no formal Commission approval to implement these riders. See MECO
T-18 at 44-45, 75-76, 107-08.

(9)  Offer four new time-of-use rate options in this case, Schedule TOU-R Residential
Time-of-Use Service, Schedule TOU-G Small Commercial Time-of-Use Service,
Schedule TOU-J Commercial Time-of-Use Service, and Schedule TOU-P Large
Power Time-of-Use Service, in order to extend to all customers the opportunity to
choose time-of-use rates, to establish a consistency in rate design for all time-of-
use rate options, and to manage participation and collect data for future time-of-
use rate designs, consistent with the proposals made in the HECO rate case
Docket Nos. 04-0113 and Docket No. 2006-0386 and in HELCO rate case Docket
No. 05-0315. MECO T-18 at 34-35, 65-66, 97-98.

(10)  Modify the returned check charge, field collection charge, and service
establishment charge based on the costs of the various activities. MECO T-18 at
108-10.
Final Settlement Letter, Exhibit | at 7-8.
239.  In its direct testimony, the Consumer Advocate did not object to these proposals.
In particular, the Consumer Advocate stated the following in its direct testimony:
. (1) The Consumer Advocate did not object to MECO’s proposed changes to the

commercial rate availability provisions and the Schedule J demand ratchet, which
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. were comparable to tanff changes proposed by HECO in Docket No. 04-0113.
' CA-T-5 at 50.

(2)  The Consumer Advocate supported the Company’s TOU rate proposal subject to
MECO adjusting the final rate levels within the proposed TOU rates to maintain
parity with the final sales rate levels ultimately approved by the Commission for
the related basic sales rate schedules. CA-T-5 at 53.

(3) The Consumer Advocate stated that the proposed returmed check charge, field
collection charge and service establishment charge, were acceptable and were
supported by detailed time and expense cost studies prepared by MECO and
compared reasonably to price changes recently agreed upon by the Consumer
Advocate for implementation by HELCO and HECO in Docket Nos. 05-0315 and
2006-0386. CA-T-5 at 57.

Final Settlement Letter, Exhibit 1 at 8.
240. Thus, the Consumer Advocate and MECO are in agreement regarding these other
tariff and rule change matters. Final Settlement Letter, Exhibit 1 at 8.
F.
Act 162
241. Asexplained in the Parties’ stipulated and final settlement letters, discussed
above, thc‘are are no outstanding issues between the Parties in this docket. Thus, as discussed
below, the only remaining issué in this docket is whether MECO’s ECAC complies with the
requirements of HRS § 269-16(g).
1.

Energy Cost Adjustment Clause and Act 162

a.

Introduction

242.  On June 2, 2006, the Governor of Hawaii signed into law Act 162, which

amended HRS § 269-16. Act 162, in part, states the following:
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Any automatic fuel rate adjustment clause requested by a public utility in an
application filed with the commission shall be designed, as determined in the
commission’s discretion, to:

(1) Fairly share the risk of fuel cost changes between the public utility and its
customers;

(2) Provide the public utility with sufficient incentive to reasonably manage or
lower its fuel costs and encourage greater use of renewable energy;

(3) Allow the public utility to mitigate the risk of sudden or frequent fuel cost
changes that cannot otherwise reasonably be mitigated through other
commercially available means, such as through fuel hedging contracts;

(4) Preserve, to the extent reasonably possible, the public utility’s financial
integrity; and

(5) Minimize, to the extent reasonably possible, the public utility’s need to
apply for frequent applications for general rate increases to account for the
changes to its fuel costs.

Act 162, § 2, 2006 Hawaii Sess. Laws 640, 642-45, codified HRS § 269-16(g).

243. By Order 23496, the Commission amended the Parties’ Stipulated Procedural
Order by adding a third issue to this docket concerning “[w]hether MECQO’s ECAC complies
with the requirements of HRS § 269-16(g).”

244, Asexplained on pages 12-14 of MECO T-19 and in National Economic Research
Associates, Inc.’s (“NERA™) Report on Power Cost Adjustments and Hedging Fuel Risks, ﬁlled
December 29, 2006 in Docket No. 05-0315 (the “NERA Report”), MECO’s ECAC complies
with the statutory requirements of Act 162. The current level of ECAC fuel price nsk-sharing is
appropriate, and no change is necessary to the current ECAC risk-sharing approach.

245. The HECO Companies approached the issue of whether the ECAC complies with
Act 162 by selecting a highly qualified consultant, NERA, to provide assistance in evaluating the
extent to which the Companies currently comply with the requirements of Act 162. The NERA

Report was received on December 28, 2006 and was submitted to the Commission on December
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29, 2006 in Docket No. 2006-0386, HECO’s 2007 test year rate case. MECO T-19 at 12.

246. In HELCO ST-23, Docket No. 05-0315 (HELCQO’s 2006 test year rate case), Dr.
Jeff Makholm, Senior Vice President of NERA, explained the role of fuel adjustment clauses
(“FACs”) in utility ratemaking in the United States and analyzed whether thé Companies’ ECAC
complies with Act 162.

247. In HELCO ST-24 of the same docket, Mr. Eugene Meehan, also a Senior Vice
President at NERA, discussed the possibility of the Companies engaging in fuel price hedging
and assessed the potential impact of fuel price hedging on the Companies, their customers, and
the regulatory ratemaking proccss..

248. The NERA Report, HELCO ST-23, and HELCO ST-24 were incorporated by
refereﬁce into MECO T-19 in this docket. MECO T-19 at 12,

249. FACs are prevalent throughout the U.S. Of the 32 traditionally regulated states,
only Utah and Vermont lack FACs. Furthermore, the ECAC compares well to the FACs that are
used in traditionally-regulated junsdictions in the U.S. Nearly all traditionally regulated and
most restructured states have some similar mechanism for power cost recovery with complete
fuel cost recovery. Like the ECAC, most (about 22) of the 30 traditionally regulated states with
fuel clauses have some form of true-up mechanism to reconcile actual and forecasted cost
recovery. MECO T-19 at 13.

250. The current level of ECAC fuel price risk sharing is appropriate, and no change is
necessary to the current ECAC nisk sharing approach. The ECAC does not necessarily pass
100% of any change in fuel expenses to ratepayers. MECO’s ability to recover its fuel expenses
1s subject to an efficiency factor, which measures how efficiently MECO converts fuel energy

into electrical energy. 1f MECO cannot meet the efficiency factor embedded in the ECAC, it
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recovers only a portion of its fuel expenses. Thus, MECO is already at risk for the non-recovery
of some portion of fuel expense and this risk profile is inherent in the currently employed ECAC
mechanism. See MECO T-19 at 13.

251,  NERA has considered the use of fuel price hedging as a method to mitigate the
risk of sudden or frequent fuel cost changes, and concluded that:

(1) Evenif rate smoothing is a desired goal, there may be more effective means
of meeting the goal.

(2) While [MECO] could partially hedge against oil price risk for periods of just
over a year into the future, there would be considerable costs to doing so.

(3) Were [MECO] to hedge, it would at best be able to partially hedge as there
are considerable differences in price fluctuations between the hedges
[MECO] could readily purchase and the cost of the oil it burns.

(4) Were [MECO] to hedge, it would encounter periods during which it
experienced gains on its hedges and other periods duning which it
experienced losses. .

(5) Hedging of oil by [MECQ] would not be expected to reduce fuel and
purchased power costs and, in fact, would be expected to increase the level of
such costs.

(6) It would not be reasonable for [MECO] to take the position of a principal and

speculate in the oil market with shareholders assuming the risk of oil
derivative gains and losses.

MECO T-19 at 14.

252. On October 20, 2008, the Governor of the State of Hawaii, the Department of
Business Economic Developmept and Tourism, the Consumer Advocate and the HECO
Companies executed the Energy Agreement w.hich laid out a comprehensive set of actions to
move Hawaii away from the use of imported fossil fuel for electricity and transportation and
towards indigenously produced renewable energy and an ethic of energy efficiency. The parties
to the agreement recognized the need to assure that Hawaii preserves a stable electric grid to

minimize disruption to service quality and reliability and the need for a financially sound electric
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utility, as both are vital components for achievement of an independent renewable energy future.
See Energy Agreement at |.

253.  Although the Energy Agreement codified a wide range of commitments, projects
and programs for the Companies, it did not specify any changes to the structure or the risk
sharing formula of the Companies’ ECAC. Rather, it called for the Commission to periodically
review and approve the prudence and effectiveness of the Companies’ fuel and energy
procurement practices to ensure that the requirements of the ECAC are met and for the
Commission to examine whether there is renewable energy which the utility did not purchas'e or
whether alternate purchase strategies were appropriat.ely used or not used. In fact, the Energy
Agreement called for expanding the scope of energy adjustment clauses in Hawaii, stating that
the Companies should be allowed to .pass through reasonably incurred purchased power contract
costs, including all capacity, O&M and other non-energy payments approved by the Commission
(including those acquired under a feed-in tariff) through a separate surcharge, and the surcharge
will be adjusted monthly and reconciled quarterly. It also stated that the Companies may engage
in limited hedging and forward contracting for both energy and fuel, using guidelines and

practices to manage both cost and risk, as approved by the Commission. Energy Agreement at

35-36.
b.

MECO’s ECAC Complies with Act 162

254. On December 7, 2007, the Parties filed a Stipulated Settlement Letter, which
documented agreements reached between the Parties in this rate case.
255.  As stated in the Stipulated Settlement Letter, the Consumer Advocate concluded

that the ECAC’s fixed efficiency factors are an effective means of sharing the operating and
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. performance risks between MECO’s ratepayers and shareholders and that the Company’s ECAC
provides a fair sharing of the risks of fuel cost changes between the Company and its ratepayers
in a manner that preserves the financial integrity of the Company without the need for frequent
rate filings. See CA-T-2 at 55-61; Stipulated Settlement Agreement, Exhibit 1 at 7.
256. The changes in the Company’s fuel oil and fuel related costs and purchased
energy costs from the fuel costs embedded in base rates are recovered through the ECAC. Based i
on the agreement to use MECQO’s production simulation mode! results, the Parties agree to use
MECO’s estimate of ECAC revenues of $179,160,300 for test year 2007 at present rates. MECO
T-3, Attachment 1.

257. By division, the $179,160,300 in test year ECAC revenues for MECO

Consolidated include $169,252,000 for Maui, $1,143,100 for Lanai, and $5,765,200 for Molokai.
. Stipulated Settlement Agreement, Exhibit 1 at 7.

258. At proposed rates, the Company is proposing to include the fuel additive costs for
the Kahului units and DG fuel and transportation costs and associated revenue taxes under a new
DG energy component in the ECAC. The Company 1s also proposing to include a weighted
efficiency factor in its ECAC calculations (in the same manner as HELCO proposed in Docket
No. 05-0315 and HECO proposed in Docket No. 2006-0386), based on fixed efficiency factors
for IFO, diesel and “other” generating units. Because DG units are generally more efficient than
other generating units, the Company proposes to not apply a fixed efficiency factor to DG fuel

and transportation costs. See MECO T-19 at 5-10. The Consumer Advocate did not express any

objections to the above proposals in its direct testimonies.

259.  The Parties agree that no further changes are required to MECO’s ECAC in order

. to comply with the requirements of Act 162. Stipulated Settlement Agreement, Exhibit 1 at 8.




260. Consistent with what the Parties agreed to in their September 21, 2007 letter filed
in Docket No. 2006-0386, should the Commission issue an order with a different risk-sharing
formulation under MECO’s ECAC, this would not affect the test year revenue requirements
agreed to by the Parties or the amount of interim rate relief and would not be the basis for any
refund. Any change in the ECAC would be prospective. The ECAC recovers (or passes
through) changes in fuel costs based on changes in the base rate fuel prices. Even if there was
only partial [;ass through of changes in fuel costs after the new rates with a modified ECAC
became effective, it would not impact the base rates set in this proceeding. 1d.

261. The ECAC allows the utility to recover/return the difference between actual fuel
and purchased energy costs and the fuel and purchased energy costs embedded in base rates,
based on changes in the base rate fuel prices and purchased energy costs. In general, a risk-
sharing formula would affect how and to what extent that difference between the base rate fuel
prices established in this proceeding and the current fuel prices is recovered from or returned to
ratepayers on a prospective basis. Id.

| 262. The estimate of test year revenues at proposed rates would not be affected by a
change in the risk-sharing formula, because test year revenues at proposed rates are estimated
with the ECA Factor equal to zero (which results from test year fuel and purchased energy costs
being embedded in proposed base rates). Thus, there is no difference between the test year
estimates of fuel and purchased energy costs at proposed rates and the fuel and purchased energy
costs embedded in proposed base rates, and no differential amount to which an alternative risk-
sharing mechanism would apply as it pertains to the revenue requirements and resulting

proposed base rates that are authorized by the Commission in a final decision and order for the

instant docket. Id.




263. The estimate of revenue at present rates should not be affected because MECO
would prospectively change the calculation of the energy cost adjustment to reflect the
alternative risk-sharing mechanism (if any) that is approved by the Commission in a final
decision and order in this case.?® Thus, a change in the risk-sharing formulation following a
Commission final order in the rate case may affect the revenues recovered through the ECAC in
the future, as a result of changes that would be necessary to future monthly ECAC filings.
However, those future changes would not affect the level of interim rate relief nor create a basis
for refunds. Id.

(n Fuel Adjustment Clauses

264. FAC mechanisms (and other cost-adjustment mechanisms) give utilities a
reasonable opportunity to recover their legitimate costs of procuring electricity on behalf of
customers. By providing timely cost recovery for power costs, the amount of time between rate
cases - called “regulatory lag” ~ can increase. Dr. Makholm stated that the three classic reasons
for a FAC include:

(N The purchased item (most commonly fuel) is outside the control of the buying
utility.

(2) The item is a significant or large component of .thc utility’s total operating costs.

(3) The cost changes with respect to that item can be volatile and unpredictable.

265. It is not necessary that individual cost items be large, volatile and unpredictable to
qualify for FAC treatment. An effective FAC covers all purchased energy costs, including
renewable sources, on an equal footing. HELCO ST-23 at 4.

266.  With respect to the first reason for a FAC, utilities procure fuel from markets and

would normally not have the ability to control the price set in those markets. Moreover, the

™ As stated above, the Parties have agreed on certain changes to the ECAC, which would be made when the final
rates approved in this docket take effect.
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utility does not normally have the ability to control its customers’ demand. It must procure the
fuel and purchased power that are needed to meet customer demand as part of its obligation to
serve. See HELCO ST-23 at 4-5.

267. With respect to the second reason for a FAC, fuel and purchased power costs
continue to be a significant component of a utility’s total operating costs. HECO’s consolidated
fuel and purchased power expenditures represented about 66.8 percent of expenses in 2005, up
from 64.1 percent in 2004 and 62.0 percent in 2003. See HELCO ST-23 at 6.

268.  With respect to the third reason for a FAC, changes in fuel and purchased power
costs can be volatile and unpredictable. Although HECO is isolated from the wholesale
electricity and natural gas markets, its primary source of fuel and purchased power expenses
depend on the market price for oil, which constitutes about 79.3 percent of HECO’s fuel mix.
HELCO ST-23 at 7-8.

269. Dr. Makholm stated that FACs are prevalent throughout the U.S. _Of the 32
traditionally regulated states, only Utah and Vermont lack FACs. In Hawaii, each of t1.1e utilities
operates under a similar fuel clause, the ECAC. HELCO ST-23 at 8.

(2) MECO’s ECAC

270. MECO’s ECAC is an automatic adjustment provision in its rate schedules that
allows the Company to automatically increase or decrease charges to reflect the change in the
Company’s energy costs of fuel and purchased energy above or below the levels included in the
base charges without a rate proceeding. The purpose of the ECAC is (1) to address price
changes in the Company’s cost of fuel and purchased energy and (2) to accommodate changes to

the actual mix of generation, DG and purchased energy resources, without the need for a rate

case. MECO T-19 at 2.
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271. The ECAC works as follows: A rate case proceeding determines the base
electricity rates into which are embedded test year levels of fuel prices, payment rates .f'or
purchased energy and a test year resource mix. The ECAC mechanism, expressed in cents per
kWh, allows the Company to recover costs due to subsequent changes in (1) fuel and purchased
energy costs, {2) the resource mix between utility-owned generation, utility-DG and purchased
energy, (3) the resource mix among the utility plants, and (4) the resource mix among purchased
energy producers. Prior rate case proceedings established a fixed efficiency factor, or sales heat -
rate, for the utility central station generation to encourage efficient operation of the system units.
An ECA Factor, which sets the rate adjustment that reflects these changes for the coming month,
is filed with the Commission monthly. MECO T-19 at 2-3.

272. The efficiency factor in the ECAC is a measure of how efficiently MECO expects
to convert the fuel burned in its generating units into a kWh measure of sales during the test year.
It is expressed in million Btus per kWh. If the Company converts fuel into kWh more efficiently
than this factor, it will get to keep the savings. But if the Company converts fuel into kWh less
efficiently than this factor, it will not'be able to recover the additional cost from customers. In
effect, the efficiency factor acts as a standard which the Company must meet to avoid
underrecovery of its fuel expense and provides an incentive for the Company to operate its units
as efficiently as possible. See MECO T-1 at 24.

273.  All costs that pass through the ECAC must result from fuel oil and purchased
energy contracts and/or agreements that have been approved by the Commission. HAR § 6-60-
6(2). In this manner, the Commission exercises its oversight of the costs passed through the
ECAC. ’

274. The ECAC contains a quarterly reconciliation for the previous quarter’s actual
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. experienced fuel and purchased power expenses on a per kWh basis relative to the forecasted
amounts. This reconciliation ensures the timely recovery of fuel and purchased power costs for
MECO. See HELCO ST-23 at 10.

275. MECO’s ECAC compares well to the FACs that are used in traditionally-
regulated jurisdictions in the U.S. Nearly all traditionally regulated and most restructured states
have some similar mechanism for power cost recovery with complete fuel cost recovery. See |
HELCO ST-23 at 11.

276. The Company needs the ECAC because fuel costs are a large portion of its
expenses and because fuel price levels are largely beyond the Company’s control. In the test
year, fuel and purchased energy expenses make up about 72% of total O&M expenses. This
makes the Company’s financial condition very sensitive to changes in fuel prices. The ECAC

. benefits the Company and its shareholders by:

(1) Limiting the swings in cash flow and earnings,

(2) Reducing the cost of capital,

(3) Improving the Company’s ability to earn a fair return on investor capital, and,

4) Providing a more timely recovery of fuel and purchased energy costs.

MECO T-1 at 23.
277. The ECAC also benefits customers by:

(H Reducing the Company’s financial risk and lowering the cost of capital. The
resulting savings are passed on to MECO’s customers through lower base rates in
rate proceedings such as this one.

(2) Passing through to customers, the savings incurred when fuel prices fall below the
prices embedded in base rates, to the same extent that they will incur additional

costs when fuel prices are above the embedded fuel prices.
'l -

. See MECO T-1 at 23.

(3) MECO’s ECAC Complies with Act 162
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278.  Act 162 incorporates five requirements for the design of any public utility
automatic rate adjustment.

(a) Fair Risk Sharing of Fuel Cost Changes Between the Public Utility and Its
Customers

279. The current level of ECAC fuel price risk-sharing is appropriate, and no change is
necessary to the current ECAC risk-sharing approach.

280.  The current ECAC mechanism fairly shares the risk of fuel cost changes between
the public utility and its customers. See HELCO ST-23 at 11-14. Fuel cost changes include fuel
price changes and fuel efficiency changes. Under the existing ECAC, customers generally bear
the risk of fuel price changes and shareholders generally bear the risk of fuel efficiency changes.
Customers pay less when actual fuel prices decline, and customers pay more when actual fuel
prices escalate, In establishing a fair rate of return on equity, the Company’s current ECAC is
assumed to continue. The concept that shareholders do not make any profit from fuel price
changes is therefore embedded in the return on equity recommendation. MECO T-17 at 21.

281. The risk associated with meeting the efficiency factor is one that MECO, at least
at this time, can address through the overhaul and maintenance of its generating units and unit
commitment schedule among others. Thus, it is reasonable for the Commission to hold the
Company responsible for not meeting the efficiency standard and for its fuel expenses to be
subject to the risk of non-recovery as a result. See MECO T-19 at 13-14.

282. However, fuel prices are subject to market forces and geopolitical events that
MECO cannot control. A risk-sharing mechanism that penalized the Company because prices
increased above an expected base price, even one which provided a symmetric positive incentive
when priées were below the base, would hold the Company financially responsible for events

beyond its control. Such a risk-sharing mechanism would place the Company in an untenable
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financial position, for which it is not compensated. Therefore, the current level of ECAC
risksharing is appropriate, and no change is necessary to the current ECAC risk-sharing
approach. See MECC T-19 at 14.

283.  Dr. Makholm testified that partial pass-through mechanisms are rare and have
been adopted for utilities with no existing FAC in place and should not be considered as a viable
option for the sharing of fuel and purchased power costs in Hawaii. HELCO ST-23 at 29-30.

284. As Dr. Makholm noted, the potential costs associated with improperly assigning
power cost recovery risk to the utility could harm the utility’s financial health, its credit rating
and its ability to raise capital from the financial markets. Accordingly, if a utility only partially
recovers its power costs through its FAC, investors will require a higher retum on their capital to
reflect the riskier investment. While a partial pass-through of power costs may initially reduce
. the level of rates when unexpected fuel price increases occur, it will ultimately lead to higher
costs to consumers. HELCO ST-23 at 14-15.

285. Thus, any new or modified fuel cost recovery mechanism that results in
increasing investors’ risks associated with fuel and/or purchased energy would require an
increase in investor compensation through a higher cost of capital for bearing the increased-risks.
Customers would ultimately bear the higher costs for this increase in cost of capital. See
HELCO ST-23 at 11-14.

286. Investors are very sensitive to financial strength considerations when they decide
where to invest their money. If the Company’s financial strength is not maintained, more risk
averse investors will invest their money elsewhere. This in turn, will decrease demand for the
Company’s securities and raise its cost of capital, thereby hurting MECO’s customers. HECO is

currently rated BBB by Standard and Poor’s (*S&P”), which is of particular concern because



that rating puts the Company only one notch above the minimum “investment grade credit
rating”. (S&P’s rating of BBB- or higher is considered “investment grade”.) Companies with
credit ratings below “investment grade,” or at junk bond status, find it difficult, if not impossible,
to raise new capital. See generally MECO T-17 at 5-8; see also Docket No. 2008-0083, HECO
T-20 at 10-12.

287. Increases to the Company’s business risk profile and weakening of the
Company’s credit quality will negatively impact the Company’s ability to obtain financing at a
reasonable cost. This could hamper the Company’s ability to finance new investments, to
maintain and enhance existing facilities as well as to increase infrastructure to support further
renewable development. The increased financing costs will increase the Company’s revenue
requirement and ultimately increase rates. See MECO T-17 at 4-36.

(b) Sufficient Incentive to Reasonably Manage or Lower Its Fuel Costs and
Encourage Greater Use of Renewable Energy

288.  The second condition required by Act 162 is that automatic rate adjustment
mechanisms be designed to “[p]rovide the public utility with sufficient incentive to reasonat;]y
manage or lower its fuel costs and encourage greater use of renewable energy.”

289. The second condition is closely tied to the first one. MECO’s targeted efficiency
factor promotes productive fuel use decisions and gives MECO an incentive to reasonably
manage or lower its fuel costs. If MECO achieves more efficient plant performance than the
level of the efficiency factor then it sees a reward. If MECO fails to meet this target for some
reason, then MECO would not be able to recover the additional purchased fuel expenditures
required to produce the kWhs. See HELCO ST-23 at 15.

290.  Like purchasing fuel oil from the oil markets, purchasing energy from renewables

is not without risks. To ensure the efficient use of renewable resources, the ECAC should cover
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all purchased energy costs, including renewable sources, on an equal footing. Currently, the
ECAC is adjusted each month for changes in the énergy mix of the sources of fuel and purchased
power. Under an equal footing structure, there is no disincentive from a cost recovery standpoint
to purchase renewable energy. The encouragement of renewable energy above and beyond a
treatment paralleling non-renewables (i.e., direct subsidization) is a matter of public policy and
should not be confused with energy cost recovery. HELCO ST-23 at 15-16.

291.  Dr. Makholm pointed out that a frequently updated and well-designed FAC
mechanism also supports renewable resource development. The ECAC has positive financial
implications and can improve a utility’s credit ratings, thereby moderating the cost of capital
borne by ratepayers. Because the utility serves as a counter-party for renewable energy
companies, the credit standing of a utility frequently serves as an important determinant of
renewable energy projects’ ability to raise capital, and thus, improves reliability and resource
diversity. Weakening the utility’s credit rating through partial power cost recovery could harm
renewable resources that rely on utility counter-party credit to support their investments.

HELCO ST-23 at 16.

292.  In addition, Dr. Makho!m noted that, just as it is proper in the pursuit of economic
efficiency for utilities to have incentives to efficiently manage costs over which they have
control, economic efficiency is also served i_f ratepayers have a cost-based price signal. HELCO

ST-23 at 17.

(c) Mitigating the Risk of Sudden or Frequent Fuel Cost Changes that Cannot
Otherwise Reasonably be Mitigated through Other Commercially Available

Means, such as Fuel Hedging Contracts

293.  The third requirement under Act 162 requires “the public utility to mitigate the

risk of sudden or frequent fuel cost changes that cannot otherwise reasonably be mitigated
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through other commercially available means, such as fuel hedging contracts.”

294. A utility can mitigate the risk of fuel cost changes through two forms of hedges:
(1) Physical hedges, such as long-term supply and purchased power contracts and maintaining
fuel inventories; and (2) Financial hedges. In HELCO ST-24, Mr. Meehan surveyed the
potential financial hedging instruments that are available to the HECO Companies and their
potential impacts.

295.  Utilities do not hedge in order to obtain the best or lowest possible price for fuel
because that would not be hedging, it would be speculating. Any fuel hedging program with the
objective of “timing the market” and “buying low,” is not a hedging program. Ultilities have no
specialized expertise in identifying trends in world oil markets and cannot be expected to predict
market high and low points. That job is left to professional traders and speculators. A utility
should not be asked to speculate on behalf of its customers. Moreover, a utility should not bear
any financial risk or reward related to the timing of hedge execution. Utilities hedge to lock in a
current market price and reduce fluctuations and not to minimize fuel acquisition costs. HELCO
ST-24 at 16.

296. Mr. Meehan discussed the three hedging strategies that are commonly used by
buyers of commodities, including forward or futures contracts, call option contracts and collars
(which are portfolios containing call option contracts and put option contracts). See HELCO ST-
24 at 19-22.

297.  There are factors that can prevent hedging from achieving the goal of safe,
adequate and reliable service at the lowest reasonable cost:

(N The liquid forward and futures contracts that are traded in the marketplace do not

extend beyond a term of 18 months. The most liquid (i.e., readily-available to
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trade) fuel hedging contracts are contracts that cover time periods of up to six
months into the future. Long-term hedging - i.e., hedging for more than one year
in the future — cannot reasonably be achieved through commercially available fuel
hedging contracts. HELCO ST-24 at 5-6, 23. Given this, price hedging should
not be expected to address rate periods of more than one year at a time. HELCO
ST-24 at 6, 8-9.

Hedging does not provide for lower electricity prices. Locking in a price for o1l
today or at some fixed point for delivery in the future does not prdvide for a lower
price, just a known price. The price locked in may well be higher than the price
in the future at which MECO actually purchases oil. It only increases
predictability, which may not be perceived as beneficial by all customers. See
HELCO ST-24 at 4. The trade-off is an expected increase in rate stability at the
cost of higher ex:Jected costs, as recognized by the National Regulatory Research
l{lstitute (“NRRI™):

Hedging, in its purest form, does not provide a means to reduce the

expected price of gas for a utility. Rather, from the consumers’

petspective its primary function is to stabilize prices. Generally, risk-

adverse consumers should be expected to pay extra for shouldering less
risk, such as exposure to volatile prices.

HELCO ST-24 at 11-12 (citing Ken Costello, “Regulatory Questions on Hedging:
the Case of Natural Gas,” National Regulatory Research Institute, February 2002
at 17. Reprinted in Electricity Journal, May 2002 at 51). |

In fact, customers can expect to pay more if MECO adopts fuel hedging. These

costs are incremental to the fuel acquisition costs when fuel 1s not hedged. It 1s
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not at all clear that increased predictability is worth the extra costs. See HELCO
ST-24 at 4, 7, 26.

Hedging is imperfect. MECO could not buy derivatives that correspond exactly
to the product that wil] be acquired. Mr. Meehan’s review of the over-the-counter
oil derivatives markets turned up no visible contracts for the specific fuels that are
referenced in MECO’s fuel supply contracts. This means that MECO would have
to bear the basis risks or pay a premium to shift those risks to a third-party via a
customized swap, which may be expected to increase average costs for customers.
(Basis risk is the difference in price movement between the derivative used to
hedge and the price movement in the product that will actually be bought.} See
HELCO ST-24 at 9-10. In MECO’s case, basis risk would be substantial because '
the indexes in MECOQ’s oil contracts are not traded in the most liquid and
transparent derivatives markets and because the closest substitutes are only traded
in less liquid and less transparent derivative markets. Mr. Mechan also looked at
several years of historic data and found that MECO would have a difficult time
placing effective hedges. See HELCO ST-24 at 4-5, 22-23. In addition, the fuel
hedging contracts that are available in the marketplace are for fixed quantities.
MECO’s customers would bear market risk exposure for incremental or
decremental quantities relative to the fixed quantity that is hedged by MECO. See
HELCO ST-24 at 24-25.

If MECO engages in hedging, MECO may face credit risk. Market practice is to
mark forward contracts to market and to collateralize the credit exposure

embedded in forward contracts, which means that the value of the contract is
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calculated every day and any exposure must be covered as margin. If MECO
engages in hedging, counterparties may require that MECO provide collateral.
The provision of collateral would add to the cost of hedging. Further, MECO
would in most instances be exposed to the risk of counterparty default and
nonperformance. See HELCO ST-24 at 25.

The execution of fuel hedging contracts would expose MECO to liquidity risks.
Liquidity is the ability to execute transactions in the marketplace. Markets that
are highly liquid have active trading and many buyers and sellers. Market
liquidity for oil derivatives ebbs and flows. See HELCO ST-24 ét 25-26.

Mr. Mechan concluded that:

While [MECO] could partially hedge against oil price risk for periods of just over
a year into the future, there would be considerable costs to doing so. See HELCO
ST-24 at 6.

Based on his review of [MECO]’s existing physical fuel contracts and his review
of available price hedging products in the marketplace, Mr. Meehan found that
[MECO] would not be able to elirﬁinate all of the risk of oil price fluctuations.
This means that even if [MECO] were able to hedge the published assessment, the
final cost of delivered oil would remain subject to residual price risks that could
not be hedged. See HELCO ST-24 at 6, 9-10.

Gains and losses are a natural part of hedging. Were [MECO] to hedge, it would
encounter periods during which it experienced gains on its hedges and other
periods during which it experienced losses. The gains in large part would be

offset by increased fuel purchase costs and the losses in large part would be offset
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299.

by reduced fuel purchase costs. The ECAC framework would need to be revised
so that the difference between the gains and increased fuel costs and the
difference between the losses and reduced fuel costs were reflected in rates
through the ECAC. See HELCO ST-24 at 6-7, 10-11.

There are certain explicit costs to hedging, and if pursued, [MECO] would face
new risks that it does not currently face. These risks and costs lead to fuel costs
from hedging that can be expected on average to be higher.

It would not be reasonable for [MECO] to take the position of a principal and

speculate in the oil market with shareholders assuming the risk of oil derivative

-gains and losses. The motivation for hedging would be to provide rate stability

for customers. [MECQO] would thus be entering into hedges on behalf of
customers, not on its own behalf. It is logical that customers bear the risks and
rewards of hedging. Under the regulatory compact, shareholders bear certain
risks and reap certain rewards. However, gains or losses on hedges that were
entered into on behalf of customers under the direction of the Commission should
not be the shareholders’ responsibility. See HELCO ST-24 at 7, 12.

Even if rate smoothing is a desired goal, there may be more effective means of
meeting the goal. There is no compelling reason for [MECO] to use fuel price
hedging as the means to achieving the objective of increased rate stability. See
HELCO ST-24 at 6. !

Mr. Meehan recommended that any exploration into hedging by [MECO]

recognize the following:

118




(M

@

(3)

G

()

(6)

300.

There is no business reason for [MECO] to hedge and the benefits to customers
are unclear;

Fuel (oil) hedging by [MECO] will be expected to result in increased customer
costs and as such should only be seriously considered if there is a countervailing
benefit;

Fuel hedging by (MECO] may be able to reduce oil price-induced fluctuations in
customer rates, but would not eliminate such fluctuations. While rate stability
may be a countervailing benefit to the costs of hedging, hedging will provide, at
best, more and not absolute rate stability;

If fuel hedging were to be implemented, fuel hedging objectives would need to be
developed in close consultation with regulators and customers and approved a
priori as hedging by [MECO] on behalf of customers and not for [MECO]’s
shareholders account; and,

If [MECO)] were to implement fuel hedging it should not speculate by attempting
to time the market to minimize oil purchase costs. See HELCO ST-24 at 17.
Limitations on [MECO]’s ability to hedge that are a function of marketplace
realities and the implications of hedging on its financial position should be
carefully considered. See HELCO ST-24 at 17.

Dr. Makholm stated that if there is a demand from customers and/or a mandate

from the Commission acting on behalf of ratepayers, then recovery of the hedging and risk

premium costs associated with physical and financial hedges should be included in the ECAC.

However, there are other alternatives available, such as budget billing and fixed rate billing, that

may provide the benefits sought through hedging programs (rate stability), and which would not
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. require pursuing these potentially costly options. HELCO ST-23 at 20-21.

(d) Preserving, to the Extent Reasonably Possible, the Public Utility’s Financial
Integrity

301. The fourth requirement of Act 162 is to “[p]reserve, to the extent reasonably
possible, the public utility’s financial integrity.”

302. The design of the current ECAC mechanism preserves, to the extent reasonably
possible, MECO’s financial integrity. The current ECAC mechanism is a strength in MECO’s
business risk profile and contributes to the Company’s financial integrity. The monthly
timeliness of the existing ECAC also minimizes the recovery time period, further reducing
investor uncertainty with respect to recovery of fuel costs.

303. Mr. Makholm testified that, a FAC generally, and HECO’S ECAC specifically,

. preserves the financial integrity of a utility and HECO in particular. For modem utilities that

operate in a world of volatile fuel prices, a FAC is critical to:

(n Reduce the volatility of utility earnings. Companies exhibiting large earnings
volatility are typically those with the most difficulty in tracking input costs.

(2) Provide the utility with a reasonable opportunity to recover its pﬁdent]y-incuned
COSts 1n rates.

3) Lower the risks to capital invested in a utility and thus lower the utility’s cost of
capital (and ultimately, rates) as well as help maintain the ut_ility’s credit rating.
Volatile wholesale power and oil and gas commodity markets have led the rating
agencies to more closely scrutinize cost-recovery mechanisms. Credit rating
agencies, for example, recognize the need for robust and frequently updated FAC

mechamisms. HELCO ST-23 at 21.
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(4) Maintain MECO’s ability to raise capital. Because oil and other fuel expenses are .
a large portion of MECO’s operational costs, the ECAC is necessary because it
allows MECO to raise capital at a reasonable cost in good markets and bad.
§§_e.HELCO ST-23 at 21-22.

304.  Utility regulators have long recognized the crucial role that cost-recovery
mechanisms play in él!owing the utility an opportunity to recover its costs. FACs permit a utility
to recover its costs and assure the capital markets that the company can meet its obligations to
shareholders and bondholders. HELCO ST-23 at 22 (citing commission decisions from

Colorado and Arizona).

(e) Continuation of the ECAC Will Allow MECO to More Readily Raise Capital in
the Future, which Will Improve MECQO's Ability to Meet Future Infrastructure

Needs and Preserve the Level of Service Demanded by Its Ratepayers and the
Commission,

305. The ECAC serves to reimburse MECO for prudently-incurred energy costs in a
manner that minimizes the negative financial effects caused by regulatory lag. As Dr. Roger
Morin, MECO’s expert witness on the cost of common equity, explains in MECO T-16,
“consideration of energy costs in a manner that lowers uncertainty and risk represents the
mainstream position on this issue across the United States. Accordingly, the financial
community relies on the presence of energy cost recovery mechanisms to protect investors from
the vaniability of fuel and purchased power costs that can have a substantial impact on the credit
profile of a utility, even when prudcnt'ly maﬁaged.“ MECQO T-16 at 65.

306. The record also indicates that bond rating agencies would place considerably
more weight on the Company’s pﬁrchased power contracts as debt equivalents in the abserice of

an ECAC, thus weakening the Company’s financial integrity. The ECAC mitigates a portion of

the nisk and uncertainty related to the day-to-day management of a regulated utility’s operations.
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Conversely, the absence of such protection would be factored into the Company’s credit profile
as a negative element, which in tum would raise its cost of capital. MECO T-16 at 65.

307. Dr. Morin added that the “approval of energy cost recovery mechanisms by
regulatory commissions is widespread in the utility business. Approval of fuel adjustment
clauses, purchased water adjustment clauses, and purchased gas adjustment clauses has become
widespread. All else remaining constant, such clauses reduce investment risk on an absolute
basis and constitute sound regulatory policy.” MECO T-16 at 66.

308. Ms. Sekimura, HECO’s Financial Vice President, explained that MECO’s
investors view the Company’s existing ECAC mechanism favorably, because it significantly
reduces the risks associated with MECQ’s business. Dependence on imported fuel oil and the
associated fuel price fluctuation are significant risks in MECO’s business. The monthly revenue
adjustment for fuel and purchased energy price changes results in timely recovery of fuel oil and
purchased energy costs, which significantly reduces the business risk profile. Thus, the existing
ECAC has a positive credit quality impact. MECO T-17 at 18.

309. S&P has often cited the existing ECAC mechanism as a strength in MECO’s
credit quality assessment. S&P has in the past cited “an excellent fuel adjustment clause” as
strengthening credit quality in part offsetting “reliance on fuel oil,” “significant purchased power
obligations,” and “high prices” which weaken credit quality. MECO T-17 at 18.

310. Conversely, the potential to have changes to the existing ECAC has raised
concerns with the rating agencies as noted in S&P’s credit assessment of HECO dated November
22,2006. In its credit assessment of HECO dated November 22, 2006, S&P stated in part:

Of some concern is Hawaii’s Act 162, a new law which appears to confirm, in

light of the state legislature’s interest in promoting renewable energy, the PUC’s

ability to authorize the utility’s fuel adjustment clause. Although no parties to the
rate case seem to oppose the continuation of the clause, a material change to fuel
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adjustment mechanism would harm the company’s financial condition and detract
from its currently satisfactory business profile.

MECO T-17 at 17.
311. Itis essential that the potential creditor and shareholder implications of any
change to the ECAC be carefully and thoroughly considered before implementation. MECO T-

17 at 24.

(H) Minimizing, to the Extent Possible, the Public Utility’s Need to Apply for
Frequent Applications for General Rate Increases to Account for the Changes to

[ts Fuel Costs

312.  The fifth requirement of Act 162 is to “[m]inimize, to the extent possible, the
public utility’s need to apply for frequent applications for general rate increases to account for
the changes to its fuel costs.”

313.  The design of the current ECAC mechanism minimizes, to the extent reasonably
possible, the public utility’s need to apply for frequent applications for general rate increases to
account for the changes to its fuel costs,

314.  Mr. Meehan testified that, in general, FACs are designed to reduce regulatory
;:osts by separating the volatile fuel costs from the base rates. A prime motivation for FACs is a
reduction in base rate cases. The reduction of frequent base rate cases does not reduce the
Commission’s oversight of MECO’s fuel and purchased power expenditures. Electricity FACs
can allow for recovery of narrowly-defined categories of fossil fuel costs, nuclear fuel costs,
purchased power, fuel transportation costs, and hedging costs, among others. MECO submits
calculations supporting the ECAC to the Commission for review on a monthly basis. See
HELCO ST-24 at 23-24.

315. Ms. Sekimura explained that, currently, fuel price is not a driver for determining

when a rate case 1s needed. If base rates are set at a time when fuel prices are relatively low, the
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ECAC will be positive when fuel prices rise. Conversely, if base rates are set at a time when fuel
prices are relatively high, the ECAC will be negative. See MECO T-17 at 22. For example, if
MECO had had a rate case based on a 2000 test year and the base rates were established which
incorporated the actual fuel price in 2000, the ECAC in 2001 and 2002 would have been
negative and the ECAC in 2003 would have been positive.

316. The fuel oil prices used to establish base rates set the “base” in determining
whether ECAC is positive or negative. Since under the current ECAC customers will bear nearly
all the costs associated with fuel price changes, it does not matter what portion of the fuel cost is
reflected in base rates and what portion gets reflected in the ECAC. In MECO’s 1999 test year
rate case (Docket No. 97-0346), the Company and the Consumer Advocate were able to agree on
fuel price estimates, since the ECAC will adjust revenues to reflect the actual cost of fuel.
MECO T-17 at 21-22.

317. Dr. Makholm stated that to further minimize regulatory costs, regulators can see
that any other cost category that meets the three criteria for an automatic rate adjustment
discussed in the background section of HELCO ST-23%° receive parallel treatment to those costs
already included in the ECAC. Cost categories to consider tracking separately include the
following:

m All fuel and purchased power costs,

(2) Purchased capacity (especially considering the discussion of renewables),
3) Hedging costs,

(4) Environmental compliance costs, and

(5) Any other costs specific to the jurisdiction that meet the three critena discussed
earlier.

3 §ee HELCO ST-23 at 4-8.




. HELCO ST-23 at 24.

318. The ECAC or a similar adjustment mechanism can be implemented efficiently for
other costs that are large, volatile and beyond the control of the utility. Also, adjustment and cost
tracking mechanisms may be implemented to allow for the parallel treatment of similar costs
categories. For example, DSM costs provide a substitute for pursuing supply-side resources. If
supply-side resources are recovered under a FAC, DSM costs could be treated symmetrically,
which would treat supply- and demand-side energy costs on an equal footing. See HELCO ST-
23 at 24-25.

c.

ECAC Summary

319. As explained above, MECO’s current ECAC complies with the requirements of
. Act 162. Given the Energy Agreement between the HECO Companies and the Consumer
Advocate, which documents a course of action to make Hawaii energy independent, and
recognizes the need to maintain the Companies’ financial health in order to achieve that
objective, as well as the overwhelming support in the record for the ECAC in its current form,
there appear to be no further issues regarding the ECAC to be resolved in this rate case.
I

Ultimate Findings of Fact and Conclusions of Law

320. MECO and the Consumer Advocate propose the following Ultimate Findings of

Fact and Conclusions of Law:

a. The operating revenues, operating expenses, and operating income for the 2007
test year, as set forth in Exhibit 1 of the Parties’ December 7, 2007 Stipulated
Settlement Letter reproduced as Exhibit 1 to this document are reasonable.

. b. MECO shall not include the pension asset amortization amounting to $241,800
{(net of an adjustment to ADIT reserve) in test year revenue requirements.
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MECQO’s consolidated 2007 test year average rate base at present rates and
approved rates is $383,123,000 and $382,968,000, respectively.

The capital structure for the test year is as follows: 1.27% short-term debt;
40.15% long-term debt; 2.45 % hybrid securities; 1.25% preferred stock; and
54.89% common stock. MECQ’s rate of return on common equity is 10.7%. A
fair rate of return for the 2007 test year is results is 8.67%.

MECO is entitled to a final total rate increase that will produce a revenue increase
of $13,222,000, or 3.7%, over revenues at present rates.

MECO’s proposed cost of service, revenue allocation, and rate design, modified
as discussed in paragraphs 296-316 are reasonable, and are therefore approved.

Final Commission approval for MECO to adopt the pension and OPEB tracking
mechanisms approved on an interim basis in Interim Decision and Order No.
23926, as agreed by the Parties, is just and reasonable.

MECOQO’s ECAC complies with Act 162 and should be implemented as the
Company has proposed in its direct testimony MECO T-19 and as the Parties
agreed, as explained in Parts I11.B.1.b. (ECAC Revenues) and 11.B.1.d.
(Generation Heat Rate) above.
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1.

EXHIBIT |
Page | of 91
Exhibit 1
Page 1 of 51

DOCKET NO. 2006-0387
MECO 2007 TEST YEAR RATE CASE

AGREEMENTS REACHED BETWEEN MECO AND THE CONSUMER ADVOCATE

SALES FORECAST AND REVENUES

Sales and Number of Customers

In its direct testimony, Maui Electric Company, Limited (“MECO” or “Company’)
explained that the Company’s test year 2007 sales estimate was based on the MECO
Sales and Peak forecast formatly adopted in July of 2006. This sales forecast was based
on a series of key assumptions derived from: (a) MECO’s assessment of the economic
outlook, known changes and future projects planned by significant customers, and

(b) MECO's own historical customer and electricity use data. The results of five
different forecasting methodologies were used to develop various elements of the
Company’s rate case customer count and KWH sales level projections by island for each
customer class. The Company’s test year projections were then compared to historical
data for each island. (See MECO-T-2, pages 4-7 and MECO-201 - 204.)

MECO’s total test year sales and customer count projections on a consolidated and island
by island basis are as follows:

Customer Count MWH Sales Source
Maui Division 60,694 1,212,929.0 MECOQ-201, page 2
Lanai Division 1,606 29,779.4 MECO-201, page 3
Molokai Division 3,141 36,548.2 MECO-201, page 4
Total Company 65,441 1,278,256.6* MECO-201, page 1

* In presenting the MWH sales on MECO 201, page 1, MECO inadvertently did not
recognize the 1,000 MWH normalization adjustment to Schedule P that is
reflected on page 2 of MECO 201 for the MECO Division. Thus, the total MWH
sales on a consolidated and MECO Divisional basis should be increased by 1,000
MWH. However, no adjustment is required to correct this inadvertent error
because in computing the Company's test year revenue projections at present and
proposed rates, MECO included the additional 1,000 MWH in the Schedule P
sales for the Maui Division. As a result, the revenues associated with the 1,000
MWH normalization adjustment are reflected in the Company’s test year revenue
projections. (See MECO WP-302, page 113 of 150)

In its written testimony, the Division of Consumer Advocacy (“Consumer Advocate” or
“CA") stated that based on its analysis of the information provided by MECO in the
Company’s updated response to CA-IR-209, the actual test year 2007 sales volumes
through August appeared to be tracking very closely to the projected test year levels.
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Thus, the Consumer Advocate determined that the Company’s test year forecast appeared
reasonable and did not propose an adjustment to the test year sales or customer count
projections.

As a result, the Parties agreed to base the test year revenue requirement at present and
propased rates on the test year projections proposed by MECO.

ELECTRIC SALES REVENUES

2. Electric Sales Revenues at Present and Proposed Rates
The test year electric sales revenues at present rates are derived by multiplying the test
year sales projections for each rate scheduie by the current and proposed tariff rates. The
projected revenues at present rates also include the revenues derived from the assessment
of the Firm Capacity Surcharge and the Energy Cost Adjustment Clause (“ECAC”) factor
to reflect the monies collected to recover changes in fuel cost from the amount that was
recognized in MECO’s last rate proceeding.

In its direct testimony, using the sales projections presented by MECO T-2 and the
ECAC factors presented in MECO-1904, MECO-1909, and MECO-1911, MECO
calculated the following test year 2007 electric sales revenue at present rates and
proposed rates. MECQ’s test year revenues at proposed rates are derived from MECQO’s

. propased test year rate base, return on rate base, and expenses.
Electric Sales Revenues
MECO Test Year Estimate
Present Proposed Source
Maui Division $333,075,200 $350,632,500 MECO0-301
Lanai Division $10,066,700 $10,597,400 MECO-301
Molokai Division $12,631,400 $13,297,300 MECO-301
Total Company $355,773,300 $374,527,200 MECO-301

The revenue for each customer class was presented on MECQO-302 through MECO-304.
The derivation of the projected revenues is shown on MECQO-WP-302 through
MECO-WP-304. The ECAC factors applied by MECO to the Company’s test year sales
projections are: $.13954 per kwh, $.13913 per kwh and $.15774 per kwh for the Maui,
Lanai and Molokai Division, respectively.

In its written testimony, the Consumer Advocate recommended the following revenue
projections for the 2007 test year.

Electric Sales Revenue
Consumer Advocate Test Year Estimate
Present Revenues (000s) | Source
. Maui Division $332,916,000 CA-102, Schedule C, page 1

o
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L.anai Division 510,067,000 CA-103, Schedule C, page 1
Molokai Division $12,631,000 CA-104, Schedule C, page 1
Total Company $355,614,000 CA-101, Schedule C, page 1

The difference in the test year revenue projections at present rates is attributed to two
differences. First, MECO inadvertently failed to revise the Company’s test year revenue
projection in the June 2007 update to account for the revenues associated with two
customers that had executed contracts as of December 31, 2006 to receive service under
the Maui Division’s Schedule J, Rider T. As a result, the Consumer Advocate proposed
an adjustment of $1,400 to reflect the reduced revenues associated with these two
customers using the information provided by MECO as the basis for the adjustment. (See
CA-T-3, pages 5-7, CA-101, Schedule C-2 and MECO's response to CA-IR-206,

pages 2-3.) Second, the Consumer Advocate recommended the application of the
following ECAC factors: (a) $.13941 per kwh for Maui Division, (b) $.13913 per kwh
for the Lanai Division, and (c) $.15774 per kwh for the Molokai Division. (See CA-201,
pages 1 through 3.) The As lower ECAC factor for the Maui Division resulted in a
downward adjustment to the Company’s test year revenue projection at present rates.

During the settlement discussions, MECO accepted the Consumer Advocale's proposed
adjustment for the Maui Rider T participation since the Company acknowledged in
response to CA-IR-206 that the test year revenues for the Maui Division should be
revised to recognize the reduced revenues associated with the two customers on Schedule
J, Rider T. In addition, as discussed in paragraph 5 below, the Parties have agreed to use
the results of MECO’s production simulation model, resulted in the Parties agreeing to
use the ECAC factors set forth in MECO’s direct testimony for purposes of calculating
the 2007 test year revenues at present rates. The table below reflects the Parties’
agreement on the test year consolidated electric sales revenue projection at present and

proposed rates.

Electric Sales Revenue
Settlement Test Year Estimate

Present Proposed*

Source

Maui Division

$333,074,000 | $343,062,000

Statement of Probable Entitlement,
Exhibit 2, page 1

Lanai Division

$10,067,000 $11,921,000

Statement of Probable Entitlement,
Exhibit 3, page 1

Molokaj Division

$12,631,000 $13,792,000

Statement of Probable Entitlement,
Exhibit 4, page 1

Total Company

$355,772,000 | $368,775,000

Statement of Probable Entitlement,
Exhibit 1, page 1

* The proposed revenues shown here are based upon revenue requirements at equal
rates of return for each Division. As noted in paragraph 33 below, MECO and the
Consumer Advocate are addressing cost of service/rate design issues separately
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and intend to make a later submission covering these subjects. It is expected that
the proposed revenue distribution among divisions will not strictly apply cost of
service results and will, therefore, not result in proposed revenues for Lanai and
Molokai as large as are presented here.

OTHER QPERATING REVENUES

3.

Other Operating Revenues at Present and Proposed Rates
The test year projection for Other Operating Revenues represent the monies collected in

accordance with MECQO’s: (a) Tariff Rule No. 8 (specifically, field collection, returned
check and late payment charges) (i.e., Account No. 450); (b) Tariff Rule No. 7 (service
establishment charges) and Tariff Rule No. 12 (temporary facilities charges)

(i.e., Account No. 451); and (c) rental of electric properties (street light fixtures, poles
and transformers) (i.e., Account No. 454).

In jts direct testimony, MECO’s projected consolidated test year Other Operating
Revenues at present and proposed rates was $1,535,000 and $1,759,000, respectively.
The Company's projections were based on either recorded averages, historical trends,
adjusted for special situations, or recent changes that will result in material impacts. (See
MECO T-7, page 49-50 and MECO-712.)

In its direct testimony, the Consumer Advocate accepted the Company’s consolidated test
year estimate of $1,535,000 at present rates (CA-101, Schedule C) because the Consumer
Advocate concluded that such amounts were reasonable based on the Consumer
Advocate’s analysis of MECQ’s projection (see CA-T-3, page 9).

The Company's projection of $§1,759,000 at proposed rates (consolidated), however,
required adjustment to reflect, for certain of the Company’s proposed tariff changes, the
projected Other Operating Revenues associated with the Consumer Advocate’s test year
revenue requirement recommendation for each Division, For example, at Schedule A-1
of CA-101 through CA-104, the Consumer Advocate calculated the late payment fee at
proposed rates using a 1.1507% rate for all islands, based on the percentage rate in
MECO-WP-2001, page 26 applied to the Consumer Advocate’s recommended test year
revenue requirement for each Division. Furthermore, the Consumer Advocate found
reasonable certain of MECQ's proposed tariff changes. (See discussion in CA-T-5,
pages 57 through 58.) As a result, the Consumer Advocate proposed o increase the
Company’s consolidated test year Other Operating Revenue projection at present rates by
$224,000 to reflect the proposed amounts in the Consumer Advocate’s test year revenue
requirements.

During the settlement discussions, MECO explained that in calculating the Company’s
test year revenue requirements, the late payment fees were based on specific percentages
for each Division (i.e., 0.09%, 0.11% and 0.17% for the Maui, Lanai and Molokai
Division, respectively). Based on this representation, the Consumer Advocate agreed to
use the island specific late payment charge percentage factors in place of the fixed
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percentage of 1.1507% 1o more accurately account for late payment revenues at proposed
rates for each island. As a result, the Parties agreed to compute the late payment fees at
proposed rates for the test year by multiplying a late payment charge factor of 0.09% for
the Maui Division, 0.11% for the Lanai Division, and 0.17% for the Molokai Division as
proposed by MECO (see MECO T-7, page 55). In addition, the Parties agreed that the
balance of the other operating revenue (excluding late payment fees) at proposed rates
will include an increase of $207,000 over present rates for the increase in the field
collection charge, returned check charge, service establishment charge and reconnection
chargf:.1 The result is a consolidated test year revenue projection at proposed rates of
$1,754,000, consisting of $1,585,000 for the Maui Division, $47,000 for the Lanai
Division and $122,000 for the Molokai Division.

EXPENSES

FUEL AND PURCHASED POWER EXPENSE AND RESULTING ECAC REVENUES AT

PRESENT RATES AND COMPLIANCE WITH ACT 162

4, The table below reflects the test year consolidated fuel oil, fuel related and purchase
power expense projections set forth by MECO and the Consumer Advocate in written
testimony. The amounts reflected the results of a production simulation model used by
MECO and the Consumer Advocate to determine the optimal dispatch of available
generation to meet the test year energy requirements. The energy requirements represent
the energy needed to produce the test year sales projection, company use projection and
losses in the transformation and delivery.

MECO Consumer Advocale
Direct Direct Difference %Difference

ECAC Revenues $179,160,000 $179,003,000 $ (157,000) -0.09%

Fuel Oil Expense $179,945,000 $179,292,000 $(653,000) -0.36%

Fuel Related Expense $520,000 $515,000 $(1,000) 0.19%

Total Fuel Expense $180,465,000 $179,811,000 $(654,000) -0.36%

Purchase Power Expense $33,982,000 $33,988,000 36,000 0.02%

Reference: MECQ-401; MECO-507; CA-201; CA-101, Schedule C-3; MECO T-3, Attachment 1.

Both MECO and the Consumer Advocate used the same inputs and production simulation
program (P-Month) to derive their respective test year fuel oil and related fuel expense
and purchase power projections. However, since the Consumer Advocate used a
different version of P-Month, the Consumer Advocate's results differed slightly from
MECO as noted in the above table.

See MECO-712, page 1. $1,759,000 - $1,535,000 = $224,000 - ($313,000 - $296,000) = $207,000.
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Fuel Oil and Fuel Related Expense
The test year fuel o1l expense represents the costs of operating the Company’s generation

as determined in the production simulation model. The amount is derived by multiplying
the estimated test year fuel consumption (in barrels) at each of MECO’s generating plants
by the fuel prices for each type of fuel consumed at the plant.

During the settlement discussions, MECO and the Consumer Advocate agreed to use
MECQO'’s production simulation results since MECQ’s model has been customized to
better reflect the actual operations of the Company. Based on this agreement, the Parties
agreed that the test year estimate of fuel expense, including fuel oil expense and fuel
related expense is $180,465,000 for MECO consclidated, including $167,037,000 for the
Maui Division, $6,175,000 for the Lanai Division, and $7,253,000 for the Molokai
Division. (See MECO-401.)

Purchased Power Expense

As noted in paragraph 5 above, the Parties agreed to use the results of MECO's
production simulation, resulting in a test year estimate of $33,982,000 for MECO's
purchase power expense, which includes $32,143,000 for purchased energy and
$1,839,000 for firm capacity. (See MECO-507.) The purchase power expense projection
only applies to Maui Division.

Generation Efficiency Factor (Sales Heat Rate)

As aresult of the production simulation modeling that is done to determine the test year
fuel and purchased power expense, a new fixed efficiency factor is determined for
purposes of the ECAC factor that will be applied on a prospective basis, once the
Commission authorizes new base rates. Based on the Parties’ agreement to use the
results of MECO’s production simulation model, the Parties agree that the sales heat rates
used in the ECAC as the fixed efficiency factors at proposed rates are:

Efficiency Factor (mmbtu/kwh)
Maui Lanai Moilokai
Industrial Fuel Oil 0.015311 0.000000 0.000000
Diesel 0.009460 0.010577 0.010823
Other 0.010648 0.010577 0.010823
Reference: MECQ Direct Testimony, MECO-1906, page 1, MECO-1910, page 1, MECO-1512,

page 1.

In addition, to derive the above, MECO applied a calibration factor based on the 2005
operations to its production simulation results to adjust the fuel consumption results for
actval operating conditions that cannot be completely duplicated by the computer model.
Based on the observation that the 2005 energy generation mix is very similar to the
energy generation mix projected for the 2007 test year, the Consumer Advocate
concluded that applying the 2005 calibration factor as proposed by MECO is appropriate
for this proceeding. The Consumer Advocate recommended, however, that MECO
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continue to be required to provide annual calibration reports to allow the Commission
and Consumer Advocale an opportunity to monitor the difference between the estimated
and actual results produced from the use of the production simulation model.

(See CA-T-2, pages 19-20.) MECO agrees to file annual reports on its calibration factor,

ECAC Revenues

The changes in the Company’s fuel oil and fuel related costs and purchased energy

costs from the fuel costs embedded in base rates are recavered through the ECAC. Based
on the agreement to use MECQ's production simulation model results, the Parties agree
to use MECO’s estimate of ECAC revenues of $179,160,300 for test year 2007 at present
rates (MECO T-3, Attachment 1, attached hereto). The test year ECAC revenues for the
MECO Divisions are as follows:

Division 2007 TY ECAC Revenues
Maui _ $169,252,000
Lanai £4,143,100
Molokai $5,765,200
MECQO Consolidated $179,160,300

At proposed rates, the Company is proposing to include the fuel additive costs for the
Kahului units and distributed generation (DG} fuel and transportation costs and
associated revenue taxes under a new DG energy component in the ECAC. The
Company is also proposing to include a weighted efficiency factor in its ECAC
calculations {(in the same manner as HELCO proposed in Docket No. 05-0315 and HECO
proposed in Docket No. 2006-0386), based on fixed efficiency factors for industrial fuel
oil (“IFO”), diesel and “other” generating units. Because DG units are generally more
efficient than other generating units, the Company proposes to not apply a fixed
efficiency factor to DG fuel and transportation costs. (see MECO T-19, pages 5-10.)
The Consumer Advocate did not express any objections to the above proposals in its
direct testimonies.

Act 162 Compliance
MECO stated that its ECAC complies with the statutory requirements of Act 162 and the

current level of ECAC fuel price risk-sharing is appropriate, and that no change is
necessary 1o the current ECAC risk-sharing approach (see MECO T-19, pages 12-14;
Report on Power Cost Adjustments and Hedging Fuel Risks, pages 3-9, 30, filed
December 29, 2006 in Docket No. 05-0315, incorporated in this proceeding by reference
in MECO T-19, page 12).

In CA-T-2 (pages 55-61), the Consumer Advocate concluded that the ECAC’s fixed
efficiency factors are an effective means of sharing the operating and performance risks
between MECO’s ratepayers and shareholders and that the Company’s ECAC provides a
fair sharing of the risks of fuel cost changes between the Company and its ratepayers in a
manner that preserves the financial integrity of the Company without the need for
frequent rate filings.
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Based on the above, the Parties agree that no further changes are required to MECO's
ECAC in order to comply with the requirements of Act 162.

Further, consistent with what the Parties agreed to in their September 21, 2007 letter filed
in Docket No. 2006-0386, should the Commission issue an order with a different
risk-sharing formulation under MECO's ECAC, this would not affect the test year
revenue requirements agreed to by the Parties or the amount of interim rate relief and
would not be the basis for any refund. Any change in the ECAC would be prospective.
The ECAC recovers (or passes through) changes in fuel costs based on changes in the
base rate fuel prices. Even if there was only partial pass through of changes in fuel costs
after the new rates with a modified ECAC became effective, it would not impact the base
rates set in this proceeding.

By way of further explanation, the ECAC allows the utility to recover/return the
difference between actual fuel and purchased energy costs and the fuel and purchased
energy costs embedded in base rates, based on changes in the base rate fuel prices and
purchased energy costs. In general, a risk-sharing formula would affect how and to what
extent that difference between the base rate fuel prices established in this proceeding and
the current fuel prices is recovered from or returned to ratepayers on a prospective basis.

The estimate of test year revenues at proposed rates would not be affected by a change in
the risk-sharing formula, because test year revenues at proposed rates are estimated with
the ECAC factor equal to zero (which results from test year fuel and purchased energy
costs being embedded in proposed base rates). Thus, there is no difference between the
test year estimates of fuel and purchased energy costs at proposed rates and the fuel and
purchased energy costs embedded in proposed base rates, and no differential amount to
which an alternative risk-sharing mechanism would apply as it pertains to the revenue
requirements and resulting proposed base rates that are authorized by the Commission in
a final Decision and Order for the instant docket.

Furthermore, the estimate of revenue at present rates should not be affected because
MECO would prospectively change the calculation of the energy cost adjustment to
reflect the alternative risk-sharing mechanism (if any) that is approved by the
Commission in a final decision and order in this case.’ Thus, a change in the risk-sharing
formulation following a Commission final order in the rate case may affect the revenues
recovered through the ECAC in the future, as a result of changes that would be necessary
to future monthly ECAC filings. However, those future changes would not affect the
level of interim rate relief nor create a basis for refunds.

PRODUCTION O&M EXPENSES

As stated above, the Parties have agreed on certain changes to the ECAC, which would be made when the
final rates approved in this docket take effect.
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10. Production O&M Expense
MECO incurs significant non-fuel Production Operations and Maintenance (“O&M”)

expenses to operate and matntain the Company’s generating facilities that are located at
the Kahutui and Maalaea Power Plants and at Hana on the island of Maui, Miki Basin on
the island of Lanai and Palaau on the island of Molokai. The Production O&M expenses
are recorded in National Regulatory Utility Commission (“NARUC”) Account Nos. 500
through 557. The costs charged to these accounts comprise employee labor, materials,
contract labor, engineering, environmental and other administrative function and service
COsts.

In its direct testimony, MECQ’s consolidated test year 2007 normalized production O&M
expense projection was $21,OI4,800,3 including $18,741,800 for the Maui Division,
$£1,094,400 for the Lanai Division, and $1,178,600 for the Molokai Division. (See
MECO-502.) These amounts are comprised of operation and maintenance expenses as
noted in the following table.

Operation Maintenance Total Production O&M
Maui Division $8,314,500 $10,427,300 $18,741,800
Lanai Division $664,500 $429,900 $1,094,400
Molgkai Division $695,100 $483,500 $1,178,600
Total Company $9,674,200 $11,340,700 $21,014,800

Subsequently, in its June 2007 Update for MECO T-5, Attachment 1, filed on July 3,
2007, MECO increased its test year Production O&M expense projections by $471,558,
consisting of $57,724 and $413,834 in Jabor and non-labor costs. The $47],558
adjustment was intended to recognize the additional expenses that were anticipated to be
billed by HECO for support from the new HECO Power Supply Competitive Bidding
Division. These expenses included MECQO’s allocated share of the additional labor costs
for staff additions to HECOQ’s new division, as well as additional costs that are anticipated
to be incurred through the year 2009. The adjustment resulted in an updated consolidated
test year production O&M expense projection of $21,487,000 (i.e., $21,014,800 +
$471,600 = $21,486,400 rounded.) (See MECO response to CA-IR-304, Attachment A,

page 1.)

In its direct testimony, the Consumer Advocate recommended the following production
O&M expense projections:

| Operation | Maintenance | Total Production O&M

The normalized test year Production O&M expense reflected an adjustment of approximately $3.4 million
to, among other things, primarily remove from the Company's 2007 budger, costs that MECO believes are
associated with higher than normal overhaul work activities anticipated to be performed in the 2007 Lest
year. The basis for this normalization adjustment is discussed in MECOQ T-5 at pages 23-25 and reflected
on MECO 505.
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Maui Division $8,172,000 $10,349,000 $18,521,000
Lanai Division $615,000 $429,000 $1,044,000
Molokai Division $682,000 $482,000 $1,164,000
Total Company $9,469,000 $11,260,000 $20,729,000

In determining the above, the Consumer Advocate agreed with MECO’s normalization of
the generating overhaul costs for purposes of determining the 2007 test year revenue
requirement (see MECO-WP-505) based on the determination that the calculations set
forth by MECO reflected a systematic and rational approach to developing an adjusted
normal overhaul expense level of ratemaking purposes. The Consumer Advocate
concluded, however, that some of the other ratemaking adjustments proposed by MECO
to reclassify, restate or normalize the 2007 budgeted amounts for fuel additives,
biodiesel, lube oil and Nitrogen Oxide (“Nox") water expenses required revisions. In
addition, the Consumer Advocate concluded that the Company’s adjustment to reflect the
increased allocation of costs from HECO for competitive bidding support was not
reasonable. As a result, the Consumer proposed the following six adjustments to
MECO’s normalized test year estimate of production O&M expense. (See CA-T-3,
pages 18 ~ 19.)

. a labor adjustment to remove the costs associated with new employee
positions that have not been filled for the entire 2007 test year (see
CA-T-3, pages 20 -22 and CA-101, Schedule C-13);

. an adjustment to reduce the estimated non-labor consulting and legal
expenses expected to be incurred by HECO to support competitive bidding
activities on behalf of MECO (see CA-T-3, pages 22-27 and CA-101,
Schedule C-4);

. an adjustment to correct an error in the Company's lube oil consumption
rate and to reflect the last known actual prices of lube cil in computing the
test year expense estimate (see CA-T-3, pages 27-24 and CA-101,
Schedule C-5);

. an adjustment to normalize the structural maintenance expense for the
Kahului station (see CA-T-3, pages 28-32 and CA-101, Schedule C-6);
. an adjustment to update and refine the normalization adjustment proposed

by MECO for the water treatment expenses incurred to purify water used
for Nox emission control at the Maalaea station (see CA-T-3, pages 32-34
and CA-101, Schedule C-7); and

. an adjustment to normalize the test year emission fee expense amount for
ratemaking purposes based upon the actual expense incurred in prior years
(see CA-T-3, pages 35-37 and CA Schedule C-8).

For purposes of settlement, MECO and the Consumer Advocate have reached agreement
on all six of the above adjustments, either accepting or revising each Consumer Advocate
adjustment as described in greater detail below. The result is a test year 2007 other
production O&M expense of $20,848,000 for MECO consolidated, including’
$18,639,000 for the Maui Division, $1,045,000 for the Lanai Division, and $1,164,000
for the Molokai Division.
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Operation Maintenance Total Production O&M
Maui Division $8,350,000 $10,289,000 $18,635,000
Lanai Division $616,000 $429,000 $1,045,000
Molokai Division $682,000 $482,000 $1,164,000
Total Company $9,648.000 $11,200,000 $20,848,000

a. Payroll Expense Adjustment
In its direct testimony, MECO proposed to include $3,902,300 of production labor

expense in the 2007 test year. This amount reflects the costs associated with three new
employees (i.e., a Senior Helper at the Kahului Power Plant, an Electrician at the Maalaea
Power Plant, and an Operator Helper at the Lanai Power Plant). As a result, the 2007 test
year Production O&M Labor expense reflects the payroll costs associated with a staff of
123 employees for the entire 2007 test year, as compared to 121 employees in 2005. (See
MECO-1102 and MECO T-5, page 17 and 36.)

In its written testimony, the Consumer Advocate raised a concern with MECO's
assumption that the Company would be fully staffed for the entire 2007 test year. As
discussed in CA-T-3 and CA-T-1, the Consumer Advocate maintained that there is no
factual support for MECO's assumption that it will never experience vacancies in its
workforce. Furthermore, the Consumer Advocate further maintained that it would be
inappropriate to recognize MECO’s higher forecast level of employees for ratemaking
purposes because 1) it is common for employee vacancies and the hiring of new
employees to result in overall headcount levels that fluctuate from month-to-month, and
2) it would be highly inconsistent and improper to intentionally set utility rates on an
overall cost of service that fixes employee counts at a hypothetical end-of-period forecast
level, while not similarly and consistently annualizing customer growth, changes in
energy usage or changes in other expenses that are expected to occur in the forecast year.
As a result, the Consumer Advocate proposed a consolidated Production O&M labor
expense adjustment of $196,368 to reduce MECO'’s test year expense estimate for the
labor costs associated with 2.5 employee positions. The proposed adjustment was based
on the simple average of the Company’s actual number of Production employees at the
beginning and forecasted employee count at the end of the test year (i.e., December 31,
2006 and December 31, 2007, respectively). The adjustment reduced MECO’s
Production O&M labor expense projection for the Maui, Lanai and Molokai Divisions by
$153,076, $42,274, $1,018, respectively. It should also be noted that the payroll
adjustment (i.e., CA Adjustment C-13) encompassed all MECO expense account blocks,
including transmission and distribution, customer service, customer accounts, and
administrative and general. The settlement of the specific adjustment proposed for
transmisston and distribution, customer service, customer accounts, and administrative
and general will be discussed in each respective section below.

During the settlement discussions, the Company represented that an employee was
offered and accepted employment in December 2006, but began employment on
January 3, 2007 for RA “MGD.” In addition, since the position was filled in January of
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2007, MECO represented that the level of employees for RA “MGD” remained at a
minimum of 21 employees through September 2007 (see response to CA-IR-112, updated
September 2007, Attachment A, page 7). Based on the above, MECO proposed to reduce
the Consumer Advocate’s Production labor expense adjustment by $40,257 (see MECO
T-11 Attachment 3(AAA) attached hereto) to reflect this employee’s compensation in
determining the test year labor costs. After reviewing the information provided by
MECO, the Consumer Advocate agreed to revise its adjustment to reflect the
compensation for 2.0 employees (versus the 2.5 employees upon which the Consumer
Advocate based its $196,368 adjustment), recognizing that the MGD position was
already included in MECO’s forecast employee count at test year end. The result is a
revised adjustment of $156,111, including $112,819 for the Maui Division, $42,274 for
the Lanai Division, and 1,018 for the Molokai Division (see MECO T-11, Attachments 3,
3(AA) and 3(A), attached hereto). For purposes of settlement, MECO agrees to accept
the Consumer Advocate's revised adjustment.

b. Competitive Bidding Expense
As noted above, MECO increased its 2007 test year estimate for other production O&M

by $471,558 to include the additional costs associated with competitive bidding activities.
The $471,558 projection is comprised of $57,724 for labor (i.e., $52,839 + $4,885 =
$57,724) and $413,834 for non-labor costs that are billed by HECO as compensation for
the competitive bidding support activities performed on behalf of MECO. (See MECO
response to CA-IR-317, Attachment A, page |; June 2007 Update, MECO T-3,
Attachment 1.)

In direct testimony, the Consumer Advocate did not object to the inclusion of the
additional labor expenses for staffing additions that are occurring in connection with the
reorganization and creation of HECO's Power Supply System Planning Department, as
explained in MECO's response to CA-IR-317, Attachment A. The Consumer Advocate
noted that the newly created positions have either been or will be filled by mid-year, and
MECO has included the labor costs associated with these positions using a half-year
convention, which is consistent wit the Consumer Advocate’s approach to averaging the
labor costs for new staff positions. The Consumer Advocate maintained, however, that
MECO had overstated the additional non-labor expenses that will be incurred in 2007 for
competitive bidding activities because MECO’s projection is based on the average costs
anticipated to be incorred in 2007, 2008 and 2009. The Consumer Advocate contended
that MECO’s proposal to include costs that will be incurred outside the test year in
determining the test year competitive bidding expense i5 not reasonable and violates the
test year concept. (See CA-T-3, pages 24-25.) As aresult, the Consumer Advocate
proposed an adjustment of $275,684 to reduce MECO's test year 2007 non-labor
competitive bidding expense, resulting in a test year non-labor estimate of $138,150 (i.e.,
$413,834 - $275,684) to be billed by HECO. The Consumer Advocate’s adjustment is
based on the updated 2007 estimate of $276,300 provided in MECO’s response to CA-
IR-317, Attachment A, page 3, reduced by 50% to reflect the costs that are billed to
MECQO, or $138,150. (See CA-T-3, page 27, CA-101, Schedule C-4.)
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For purposes of settlement, MECO accepts the Consumer Advocate’s proposed
adjustment, resulting in a total test year competitive bidding expense allocation from
HECO of $195,874, comprised of $57,724 for labor and $138,150 for non-labor costs.

c. Lube Qil Expense

In its direct testimony, MECO’s consolidated test year estimate for lube oil expense was
$1,036,942, including $915,524 for the Maui Division, $47,344 for the Lanai Division,
and $74,074 for the Molokai Division. (See MECO-509, page 1.) These amounts
include lube oil required for MECO’s diesel generating units as wel] as its combustion
turbine (“CT") units.

The Consumer Advocate proposed to reduce MECQ's test year 2007 lube oil expense for
its diesel units by $146,048 to correct an error made by MECO in calculating the lube oil
consumption rates for the Mitsubishi diesel units as shown in the response to CA-IR-217,
Arttachment 1 and to reflect the last known actual unit prices. The $146,048 represents an
adjustment of $133,708, $4,135, and $8,205 to the Maui, Lanai and Molokai Divisions,
respectively and is based on information provided by MECO in the Company’s
confidential response to CA-IR-326. (See CA-T-3, pages 27-28; CA-101, Schedule C-5.)

MECO accepts the Consumer Advocate’s proposed adjustment, resulting in a
consolidated test year estimate of $890,894, consisting of $781,816, $43,209, and
$65,869 for the Maui, Lanai and Molokai Divisions, respectively.

d. Kahului Power Plant Structural Maintenance Expense

In it$ direct testimony, MECO included $329,597 for Kahului Power Plant structural
maintenance expense. (See MECO response to CA-IR-226, Attachment 1, page 2.)
These expenses reflect the costs of performing periodic inspections, painting and repairs
to the building and other structures at each generating station. These activities and costs
tend to fluctuate from year-to-year since discrete large structural maintenance activities
occur occasionally on an as-needed basis.

The Consumer Advocate observed that MECO analyzed the historical expenditure levels
for structural station-wide maintenance activities at the Maalaea and Palaua stations and
calculated a normalized expense amount for ratemaking purposes as shown on MECO-
WP-504f and MECO-WP-504g. The Company did not, however, perform the same type
of analysis for the structural maintenance activity costs for the Kahului Power Plant. As
a result, the Consumer Advocate proposed an adjustment of $78,146 to reflect a
normalized Kahului Power Plant structural maintenance expense, as reflected in MECO’s
response to CA-IR-226, Attachment 1, page 2. (See CA-T-3, pages 28-32; CA-101,
Schedule C-6.)

During the settlement discussions, MECO explained that the Company’s test year
projection of $329,597 for structural maintenance at the Kahului Power Plant (“KPP”)
was reasonable for the following reasons:
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1) The 2007 recorded expense for KPP structural maintenance through August 2007 is
$247,844, and the total 2007 expense will exceed MECO's test year estimate of
$329,597. In September 2007, MECO issued a purchase order for $93,369 as part
of the cost ta repair the verac on bulk tank #2, which will bring the 2007 recorded
expenses to at least $341,213.

2) MECO has provided information on specific projects that indicate that the hlghcr
test year level of expenses will continue through 2012. In addition, the recorded
KPP structural maintenance expense for 2006 of $293,212, was substantially higher
than the level of expenses incurred from 2001 through 2005, and indicates that the
higher level of KPP structural mainienance expense reflected in MECO's test year
estimate began in 2006.

3) The Consumer Advocate’s statement that "after completion of the current cycle of
concentrated structural work at KPP, the normalized $251,451 amount included in
rates established in this proceeding will likely exceed the actual incurred annual
costs” is not supported by any evidence of the level of structural maintenance
expenses beyond 2012,

4) The rates established in this rate case are not expected to continue beyond 2012,
since MECO will likely have another rate case before 2013.

Based on the above, for purposes of settlement, MECO and the Consumer Advocate
agreed to reverse the Consumer Advocate adjustment and include MECO's test year
estimate of $329,597 for Kahului Power Plant structural maintenance expense.

e. Maalaea Power Plant Nox Water Expense
In its direct testimony, MECO included $293,291 as a normalization adjustment for Nox

water costs at the Maalaea Power Plant. This amount was derived by calculating the
water treatment expenses as a ratio of fuel burn quantified for the test year and relies on
the average incurred Nox water treatment expenses from 2003 through 2005, factored up
for an assumed inflation increase and then divided by the actual fuel burned during
2003-2005. The estimated cost factor was then multiplied by the test year projected fuel
burn barrels to calculate the adjusted test year expense of $293,291. (See
MECO-WP-501d.)

In its written testimony, the Consumer Advocate contended that MECO’s adjustment
appeared to be based on two flawed assumptions: (a) that Nox water treatment expenses
are subject to inflation, and (b) that Nox water treatment expenses always vary directly
with the amount of fuel being burned, with no efficiency gains achievable through
improved technology. These objections were based on the historical actual Nox water
treatment expenses and fuel burn quantities at Maalaea. In addition, the Consumer
Advocate noted that MECO made changes to its Nox water facilities that cause the
historical water treatment costs as used in the Company’s normalization calculations to
be unreliable in predicting future cost levels. As a result, the Consumer Advocate
proposed an adjustment to reduce MECO test year 2007 Maalaea Power Plant Nox water
expense by $44,839, resulting in a test year projection of $248,452. The adjustment
effectively reversed the Company’s normalization adjustment and results in an expense
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projection that represents the amount included in MECO’s 2007 budget prior to the
normalization adjustment proposed by MECO. (See MECO-WP-501d; CA-T-3,
pages 33 -34; CA-101, Schedule C-7.)

For purposes of settlement, MECO accepts the Consumer Advocate’s proposed
adjustment resulting in a test year expense for Maalaea Power Plant Nox water of
$248,452.

f. Emission Fee Expense
MECO pays emission fees to the Hawaii Department of Health ("DOH”) as a

contribution to the State’s clean air fund, based on the utility’s calculated quantities of air
pollution emissions at a dollar per ton rate that is established by the DOH. In its direct
testimony, MECO included $404,998 for MECO’s consolidated test year emission fee
expense, including $363,987 for the Maui Division, $17,733 for the Lanai Division, and
$23,278 for the Molokai Division. (See MECO responses to CA-IR-104, page 2 and CA-
IR-2, Attachment 30a.) Subsequently, MECO revised its emission fee expense for test
year 2007 to $463,562, to reflect a higher emission fee rate of $57.14 per ton. (See
MECO response to CA-IR-327, Attachment A.)

In its written testimony, the Consumer Advocate noted that while in most historical years
the calculated fees are assessed by and paid to the DOH, in some prior years such fees
have been entirely waived. As a result, the Consumer Advocate proposed an adjustment
to normalize the test year emission fee expense projection and recognize that in some
years, the fees have been waived and not paid to the DOH. The Consumer Advocate’s
adjustment reduced MECO consolidated 2007 test year expenses for emission fees by
$16,182, including reductions of $7,389, $3,800, and $4,993, for the Maui, Lanai, and
Molokai Divisions, respectively. The adjustment was made to MECQ's updated test year
emission fee estimate set forth in the Company’s response to CA-IR-327 and effectively
reduced such amounts by 3/13ths because MECO has only paid emission fees in 10 of the
last 13 years. In support of its adjustment, the Consumer Advocate observed that its
proposed adjustment is consistent with the adjustments made by the Company in the most
recent HECO and HELCO rate cases. (See CA-T-3, page 36; CA-101, Schedule C-8.)

For purposes of settlement, MECO accepts the Consumer Advocate’s proposed
adjustment, resulting in a consolidated test year expense for emission fees of $388,818,
consisting of $356,598, $13,933 and $18,285 for Maui, Lanai and Molokai Divisions,
respectively.

TRANSMISSION AND DISTRIBUTION (T&D) O&M EXPENSES

T&D O&M expense includes the labor and non-labor items incurred in the operation and
maintenance of MECO’s T&D system. These items are captured in the following
NARUC series of accounts:

560-567 - Transmission Operation Expenses




EXHIBIT 1
Page 16 of 91
Exhibit 1
Page 16 of 51

568-573 - Transmission Maintenance Expenses
580-589 - Distribution Operation Expenses
590-598 - Distribution Maintenance Expenses

In its direct testimony, MECO stated that its 2007 T&D O&M expense forecast is greater
than the trend at which the Company’s T&D expenses have generally increased on an
annual basis since 2001 due to increased vegetation management efforts, system plant
aging, increased inspections, and technological changes and improvements, as well as
other factors such as increased labor cost, cost of materials, growth in the T&D utility
plant, mapping expenses, and staffing changes.

MECQO’s total test year T&D O&M expense projections on a consclidated and island by
island basis are as follows:

T&D O&M Expenses
MECO Test Year Estimate
Transmission Distribution Total Source
Maui Division $2,243,594 $5.644,523 $7.888,117 MECO-602
Lanai Division 30 $238,407 $238,407 MECO-602
Molokai Division $33,144 $453,673 $486,817 MECO-602
. Total Company $2,276,738 $6,336,603 $8,613,341 MECO-602

In its direct testimony, the Consumer Advocate's proposed T&D O&M expense
projections on a consolidated and island by island basis were as follows:

T&D O&M Expenses
Consumer Advocate Test Year Estimate
Transmission Distribution Total Source

Exhibit CA-102

Maui Division $2,023,286 $5,139,696 $7.162,982 Schedule C,
page |
Exhibit CA-103

Lanai Division $0 $237.334 $237.334 Schedule C,
page 1
Exhibit CA-104

Molokai Division $31,090 $426,490 $457,580 Schedule C,
page 1

Total Company $2.054,376 35,803,520 $7,857,896 CA-101 Schedule
C, page 1

The Cansumer Advocate’s recommendation differed from MECO’s due to the following
two adjustments proposed by the Consumer Advocate:
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. an adjustment to reduce the labor costs associated with new employee
positions that have not been filled for the entire 2007 test year (See CA-T-1,
pages 67-79 and CA-101, Schedule C-13); and

. an adjustment to normalize the T&D O&M non-labor outside contract
services expense estimate.

For purposes of settlement, MECO and the Consumer Advocate have reached agreement
on both of the above adjustments, as described in greater detail below. The resultis a
total test year T&D O&M expense projection on a consolidated and island by island basis
as follows:

T&D O&M Expenses
Transmissions Distribution Total
Maui Division $2,063,759 $5,242,718 $7,306,476
Lanai Division 30 $246,108 $246,108
Molokai Division $£30,955 $424 825 $455,780
Total Company $2,094,713 $5,913,651 $8,008,364

Note: slight difference due to rounding.

Reference: Statement of Probable Entitlement, page | of Exhibits 1, 2, 3, 4.

a. Payroll Expense Adjustment
In its direct testimony, MECO proposed to include $774,690 of transmission labor

expense and $3,648,461 of distribution labor expense in the 2007 test year (MECO-603,
pages 1-2). This amount included the costs associated with five additional positions (i.e.,
a vehicle mechanic, an environmental specialist, a senior inspector, a system inspector
and a transmission and distribution analyst) in the T&D Department, two additional
positions (i.e., a staff engineer and a customer designer) in the Engineering Department
(MECO T-6, pages 35-37) and certain positions that were unfilled at the beginning of the
test year. The Company’s 2007 test year labor expense reflected payroll costs associated
with a staff of 111 in the T&D Department and 31 in the Engineering Department for the
entire test year compared to 96 employed in the T&D Department and 29 employed in
the Engineering Department at the end of December 2006. As of September 2007, the
T&D Department and the Engineering Department had headcounts of 108 and 31,
respectively (MECO response to CA-IR-112.

For the reasons discussed in paragraph 10.a. above, the Consumer Advocate proposed a
consolidated T&D O&M labor expense adjustment of $185,006 to reduce MECO’s test
year labor expense estimate for the labor costs associated with 8.5 employee positions.
The proposed adjustment was based on the simple average of the Company's actual
number of T&D employees at the beginning and the forecasted employee count at the end
of the test year (i.e., December 31, 2006 and December 31, 2007, respectively). The




EXHIBIT |
Page 18 of 91
Exhibit 1
Page 18 of 51

adjustment reduced MECO’s T&D O&M labor expense projection for the Maui, Lanai
and Molokai Divisions by $179,355, $3,715, and $1,935, respectively.

During the settlement discussions, the Company represented that an employee was
offered and accepted employment in November 2006, but began employment on

January 15,2007 for RA “MDE.” In addition, since the position was filled in January
2007, MECO represented that the level of employees for RA *“MDE” remained at a
minimum of 10 employees through September 2007 (see response to CA-IR-112, updated
September 2007, Attachment A, page 7). Based on the above, MECO proposed to reduce
the Consumer Advocate’s T&D labor expense adjustment by $26,881 (see MECO T-11,
Attachment 3(AAA) attached hereto) to reflect this employee’s compensation in
determining the test year labor costs. After reviewing the information, the Consumer
Advocate agreed to revise its adjustment to reflect the compensation for 8.0 employees
(versus the 8.5 employees upon which the Consumer Advocate based its original
adjustment), recognizing that the MDE position was already included in MECO’s
forecast employee count at test year end.

Further, the Company represented that in the first six months of 2007 it incurred
unbudgeted overtime for RAs “MDK" and “MDR" and proposed reducing the Consumer
Advocate’s T&D labor expense adjustment by an additional $130,972. After reviewing
the information the Consumer Advocate contended that its concerns were not entirely
alleviated with the additional information provided by MECO. In the interest of
compromise, however, the Consumer Advocate analyzed the additional information
supplied by MECO and agreed, for purposes of settlement, o revise its adjustment to
recognize a partial offset of $45,700 for additional overtime compensation for RAs MDK
and MDR (see MECO T-11 Attachments 3(AA) and 3(B), attached hereto).

The revisions discussed above reduced the Consumer Advocate's adjustment decreasing
the consolidated T&D O&M labor expense by $112,426, including reductions of
$110,233 for the MECO Division, $1,058 for the Lanai Division, and $1,135 for the
Molokai Division (see MECO T-11, Attachments 3 and 3(AA), attached hereto). For
purposes of settlement, MECQ accepts the Consumer Advocate’s revised adjustment.

b. Qutside Services Adjustment

MECQO's 2007 test year estimate for transmission and distribution expenses included
$2.071,455 of outside services costs, of which $898.023 was for vegetation management.
The remainder was for other outside services for specialized functions such as steel pole
maintenance, helicopter work, road maintenance, maintenance of proprietary software
and waste oil disposal (response to CA-IR-338).

In direct testimony, the Consumer Advocate proposed a consolidated T&D O&M
non-labor expense reduction of $570,440, including $545,780 for the Maui Division (see
CA-102, Schedule C-19), $(2,642) for the Lanai Division (see CA-103, Schedule C-19),
and $27,302 for the Molokai Division (see CA-104, Schedule C-19) to normalize the
outside contract services expense for the 2007 test year. The adjustment was based on
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the three-year average of costs incurred from 2005 through 2007 since the Consumer
Advocate noted that the T&D outside service costs fluctuated from year-to-year. (See
CA-T-1, pages 97-99; CA-101, Schedule C, page 4 and Schedule C-19.)

During the settlement discussions, the Company agreed that an adjustment may be
warranted to its original consolidated outside service forecast of $2,071,455, but
disagreed as to the amount of the adjustment. MECO proposed to reduce the Consumer
Advocate's consolidated adjustment by $177,889, resuiting in a consolidated outside
service projection for the test year of $1,678,904. This amount was: (1) based on a five
versus three-year average of outside services expense in order to mitigate the reduced
spending that occurred in 2005 and 2006 and (2) reflected the normalization reductions
that were made by MECO to the Company’s outside services expense projection to offset
the higher than budgeted annual production maintenance expenses for 2007 (see MECO
T-6, Attachment 4, attached hereto).

After reviewing this information, the Consumer Advocate agreed, in the interest of
compromise and to settle this issue, to revise its adjustment by $77,889 (see MECO T-6,
Attachment 4, attached hereto) to reflect a five-year average for outside services expense.
For purposes of settlement, the Company accepts the Consumer Advocate’s revised
adjustment. As a result, the Parties agree on a total consolidated T&D O&M non-labor
consolidated outside services projection of $1,578,904. The expense related adjustment
reducing expense by $492,551, including a $471,408 reduction for the Maui Division, an
$8,759 increase for the Lanai Division, and a $29,902 reduction for the Molokai Division
(see MECO T-6, Attachment 4).

CUSTOMER ACCOUNTS

12.

Customer Accounts expenses are those expenses primarily related to managing and
maintaining services and information related to customer account services and customer
account management. (See MECO T-7, page 3). The type of activities associated with
the Customer Accounts expenses (and that are performed by the Company’s Customer
Service Department) include: (1) customer billing and mailing, (2) meter reading, (3)
collecting and processing payments, (4) handling customer inquiries, (5) maintaining
customer records, (6) managing delinquent and uncollectible accounts, and (7)
conducting field services and investigations. (See MECO T-7, page 4). In addition,
Customer Accounts expenses include the Allowance for Uncollectible Accounts (i.e.,
Account No. 904) as described further below. (See MECO T-7)

In its direct testimony, MECO’s total projected consolidated test year Customer Accounts
expenses amounted to $3,300,000. (See MECO T-7, page 2). As such, without inciuding
an allowance for uncollectible accounts expenses, the projected consolidated test year
Customer Accounts expenses are estimated to be $3,086,000 (i.e., $3,300,000 (MECO-
701) less uncollectibles of $214,000 (MECO-711, page 1)). As indicated herein, the
Company’s projections for Customer Accounts expenses were based on either recorded
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averages, historical trends, adjusted for special situations or recent changes that will
result in material impacts.

In its direct testimony, the Consumer Advocate recommended a test year consolidated
customer accounts expense estimate of $3,015,659 (CA-101, Schedule C, page 1),
excluding allowance for uncollectible accounts, resulting in a reduction of approximately
$70,000 (i.e., $70,341 rounded) to the Company’s projected consolidated test year labor
cost estimate. (See CA-101, Schedule C, page 3, see also CA-101, Schedule C-13.)

For purposes of settlement, MECO and the Consumer Advocate have reached agreement
on the payroll adjustment as discussed in the following paragraph. As a result of the
above stipulated adjustment in connection with payroll expense adjustment for Customer
Accounts, noted above, the Parties agreed on a consolidated test year estimate of
$3,017,000 (i.e., $3,017,329 rounded) for Customer Accounts expenses, excluding the
allowance for uncollectible accounts, consisting of $2,709,329 for the Maui Division,
$139,000 for the Lanai Division and $169,000 for the Molokai Division.

a. Payroll Expense Adjustment

For the reasons discussed in paragraph 10.a. above, in its direct testimony, the Consumer
Advocate proposed a consolidated (and Maui Division) Customer Accounts O&M labor
expense adjustment of $70,341 to reduce MECO’s test year labor expense estimate for
the labor costs associated with 0.5 employee positions plus allocated labor expense for
production, transmission and distribution RAs. The proposed adjustment was based on
the simple average of the Company’s actual beginning of year and forecasted end of year
Customer Accounts employee count (i.e., December 31, 2006 and December 31, 2007,
respectively). (See CA-T-1; pages 67-79; see also CA-101, Schedule C-13.)

During the settlement discussions, the Company represented that in the first six months of
2007, it incurred unbudgeted overtime for RA “MDR" and, therefore, proposed reducing
the Consumer Advocate’s Customer Accounts labor expense adjustment of $70,341 by
$1,670 (see MECO T-11, Attachment 3(AAA) and the Payroll Expense Adjustment
section for T&D above.) After reviewing the information, the Consumer Advocate
agreed to revise its consolidated (and Maui Division) proposed adjustment to $68,671
(see MECO T-11, Attachments 3, 3(AA) and 3(C), attached hereto). For purposes of
settlement, MECO accepts the Consumer Advocate's revised adjustment.

ALLOWANCE FOR UNCOLLECTIBLE ACCOUNTS

13.

In its direct testimony, MECOQ’s test year consolidated allowance for uncollectible
accounts was estimated to be $214,000 at present rates (consisting of $200,000, $6,000
and $8,000 for the Maui, Lanai and Molokai Division, respectively), and $225,000
(consisting of $209,000, $7,000 and $9,000 for the Maui, Lanai and Molokai Division,
respectively) at proposed rates. (See MECO-711, page 1). The test year estimate of
uncollectibles differs between present and proposed rates because the amount is based
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upon the Company’s electric sales revenues multiplied by an “uncollectible factor” (aka,
Percentage of Electric Sales Revenues methodology). (See MECO T-7, page 28). As
such, the proposed rates for the total Company and by Division (Maui, Lanai and
Molokai) were based on the application of an “uncollectible factor” of 0.06% to test year
revenues at present and proposed rates. (See MECO-WP-711, page 1).

The Consumer Advocale, in its direct testimony (CA-T-3, page 44), accepted the
$214,000 test year consolidated allowance for uncollectible accounts expense amount, at
present rates, as reasonable, as it believed such amount is consistent with recently
incurred amounts of uncollectibles actually written off by MECQ. (See CA-T-3,

page 44). However, the Consumer Advocate disagreed with MECO utilizing the
“Percentage of Electric Sales Revenue” methodology for calculating the allowance for
uncollectible accounts expense amount, at proposed rates. The Consumer Advocate,
thus, recommended that the rate increase granted in this proceeding not be factored up by
$11,000 (as initially proposed by MECO) for presumed increases in uncollectible
expenses, at proposed rates, because the Consumer Advocate contended that there is an
“absence of a linear relationship between revenues and uncollectibles.” Thus, the
Consumer Advocate included a zero value in its Revenue Conversion Factor schedule set
forth in CA-101, Schedule A-1, line 7. (See CA-T-3, pages 44-46).

In response to the Consumer Advocate's direct testimony and during settlement
discussions, the Company disagreed with the Consumer Advocate’s recommendation that
the rate increase granted in this proceeding not be factored up by 0.06% for increases in
uncollectible expenses for the following reasons. First, MECO believed that there is and
will continue to be a linear relationship between revenues and uncollectible expenses
because as electric sales revenues increase for MECO due to the proposed rate increase,
the corresponding amount of uncollectible dollars can be expected to increase
proportionately. (See MECO T-7, page 28). Second, allowing the rate increase granted
to be factored up by 0.06% for increases in uncollectible expenses is consistent with such
adjustment allowed at proposed rates in HELCO’s most recent rate case (i.e., Interim
Decision and Order No. 23342, dated April 4, 2007 Docket No. 05-0315).* Third, its
“uncollectible factor” factor of 0.06% is reasonable, as it was based on the latest recorded
year actual write-offs at the time of the Application and direct testimonies were filed

(i.e., calendar year-end 2005 recorded net write-off of 0.0546% rounded, which was used
in direct testimony; the calendar year-end 2006 recorded net write off was 0.06%).5
which is also akin to the methodology used by HELCO in Docket No. 05-0135, but
different from the historical 10-year average methodology used in HECO’s most recent
rate case (Docket No. 2006-0386). The 0.06% factor is near the lowest amount in
comparison to the past five years which ranged from a high in December 2001 of
0.1172% 10 a low of 0.0546% in December 2005. (See MECO T-7, page 29.} Further, in

Such a factor up was not allowed in the Stipulation resolving HECO Docket No. 2006-0386 and will be
reviewed by the Consumer Advocate on a case-by-case basis in future proceedings. .

The calendar year-end 2006 recorded net write-off percentage was provided in the response CA-IR-138,
Attachment A.




EXHIBIT |
Page 22 of 91
Exhibit 1
Page 22 of 51

response to CA-IR-353, part b, the Company stated that it anticipates that uncollectible
write-offs may be higher than the test year estimate, if write-offs continue at the rate
recorded through July 2007.8 Finally, the “Percentage of Sales Revenue” methodology
for both present and proposed rates has been accepted by the Commission in several
previous rate case proceedings. See Interim Decision and Order No. 22050 in Docket
No. 04-0113, dated September 27, 2005, for HECO's 2005 test year; Decision and Order
No. 14412, dated December 11, 1995, in Docket No. 7766 for HECO's 1995 test year,;
and Decision and Order No. 16922, dated April 6, 1999, in Docket No. 97-0346, for
MECO’s 1999 test year.

During the settlement discussions and in recognition of the fact that the consolidated
write-off factor has been relatively low and stable since 2004, the Consumer Advocate
accepted the Company’s proposal to use the 0.06% write-off factor at proposed rates in
this Docket. Thus, for purposes of settlement, the Parties agreed on the 0.06%
uncollectible factor proposed by MECO multiplied against electric sales revenue at
proposed rates to determine the allowance for uncollectible accounts at proposed rates.
Based on the foregoing, the Parties agreed with the consolidated test year allowance for
uncollectible accounts expense estimate of $214,000 and $222,000 at present and
proposed rates, respectively, based on the application of the 0.06% uncollectible factor to
electric sales revenues. The $222,000 of uncollectibles consists of $206,000 for the Maui
Division, $7,000 for the Lanai Division and $9,000 for the Molokai Division.

CUSTOMER SERVICE

14,

Customer Service expense represent costs incurred by the Company to perform activities
that are primarily related to responding to customer requests and inquiries, and providing
educational information on, among other things, energy conservation, renewable energy,
and electrical safety. Included in customer service expense are (1) labor and non-labor
costs for the Company’s Administration Department and the Administration, Commercial
Services and IRP Divisions of the Customer Service Department to provide information
and assistance toward encouraging safe, efficient, and economical use of the company’s
electric services and (2) labor and non-labor costs for IRP that were previously
incremental costs recovered through the [RP Cost Recovery Provision and are now
proposed by MECO to be recovered through base rates.

The test year customer service expense proposed by MECO in its direct testimony and
June 2007 Update and the test year estimate proposed by the Consumer Advocate in its
direct testimony are as follows:

Consumer
Customer Service MECO Direct® | MECO Update® | Advocate Direct €
Maui Division $1,538,000 $1,740,000 $1,161,035

YTD July 2007 cumulative write-offs = $139,756 times 12/7 = $239,582.
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Lanai Division $1,000 $1,000 $1,000
Molokai Division $2,000 $2,000 $2,000
Total Company $1,541,000 $1,743,000 $1,164,035
References: '
A - MECO-801

B — June 2007 Update, MECO T-8, filed 7/12/07; Update Attachment A, pages 1-3.

C - CA-102, Schedule C, page 1; CA-103, Schedule C, page 1; CA-104, Schedule C, page 1;
CA-101, Schedule C, page 1 for the Maui, Lanat, Molokai and Consolidated operations,
respectively,

The difference between the Company's and the Consumer Advocate's projections are due
to the following four adjustments proposed by the Consumer Advocate:

° an adjustment to reclassify MECQO’s projected DSM labor and related on
costs labor overheads from base rates and instead continue to recover such
costs in the IRP surcharge (see CA-102, Schedule C-9; see also CA-102,
Schedule C, page 2);

. an adjustment to reduce MECO'’s projected IRP non-labor expenses (see
CA-102, Schedule C-10; see also CA-102, Schedule C, page 3);
. an adjustment to reduce the allocation from HECO RA “PNG” for

marketing support expenses that are projected to be incurred on behalf of
MECO (see CA-102, Schedule C-11; see also CA-102, Schedule C,
page 3); and

. an adjustment to reduce MECO's projected customer service labor costs
(see CA-101, Schedule C-13; see also CA-102, Schedule C, page 3).

As a result of the settlement discussions, the Parties have reached agreement on all four
adjustments, as described in greater detail below. The result is a test year 2007 customer
service expense projection as follows.

Customer Service Expense Agreement of Parties

Maui Division $1,312,586
Lanai Division 31,000
Molokai Division 52,000
Total Company $1,315,586

a. DSM Employee Reclassification Adjustment
In the June 2007 Update for MECO T-8, MECO increased customer service labor cost

for the Maui Division by $202,000 to reflect the labor costs of three MECO employees
(i.e., an Energy Efficiency Program Manager-Commercial & Industrial, an Energy
Efficiency Program Manager-Residential and a Clerk Typist ITI-DSM). (See June 2007
Update, MECO T-8, and Update Attachment A, pages 1-3.) The inclusion of the labor
costs for these three employees in the test year revenue requirement also required
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adjustments for certain on-costs (i.e., the administrative expenses and employee benefit
expenses transferred to capital and other accounts reflected in NARUC account nos. 922
(MECO expense element 406) and 926 (MECO expense element 422), respectively, and
the projected test year payroll taxes). (See June 2007 Update, MECO T-8.) MECQO’s
proposal to include the labor and labor related costs for these employees in base rates
resulted from Commission Decision and Order No. 23258 (“D&O 23258™), wherein the
Commission stated that “labor costs shall be recovered through base rates and all other
DSM-related utility-incurred costs shall be recovered through a surcharge.” (See Docket
No. 05-0069, Decision and Order No. 23258, page 51.)

In its direct testimony, the Consumer Advocate proposed a $319,000 reduction for the
Maui Division (see CA-102, Schedule C, page 2 and CA-102, Schedule C-9) to remove
the test year proposed level of DSM program labor and labor related on costs of the three
positions from base rates and instead have these costs recovered through the IRP
surcharge. CA-102, Schedule C-9 reflects that the $319,000 was comprised of $201,850
for direct labor to the Customer Service Expense, $101,967 for employee benefits and
overheads and $15,183 for payroll taxes. In support of its recommendation, the
Consumer Advocate contended that without the proposed reclassification of the DSM
labor and related expenses to be recovered in the IRP surcharge, there is no ability to
remove the DSM program costs that are embedded in base rates absent a utility rate case,
once responsibility for DSM program administration is transferred from the utility to a
third party administrator. (See CA-T-3, pages 53-55.)

The Company accepts the Consumer Advocate’s recommendation for purposes of
settlement and agrees to remove the labor and related on-costs associated with these three
employees from the test year revenue requirement and instead recover these costs through
the IRP surcharge. In addition, if the Company continues to incur labor costs for the
management of the energy efficiency programs after the transition to a non-utility market
structure (expected to occur in or about January 2009) MECO should be able to continue
recovering such costs through the DSM component of the IRP cost recovery provision
(“DSM Surcharge™). This recovery is to compensate MECO for the actual expenses
incurred as a result of such market structure. For example, MECO may be required to
collect the public benefits charge through the existing IRP Surcharge, and thus may be
required to incur costs to administer the public benefits fund or to ensure a smooth
transition to a non-utility structure, as required by Order No. 23681, Docket No. 2007-
0323.

Based on the above, MECQO and the Consumer Advocate agree to reduce the costs of the
Customer Service labor expenses for the Maui Division by $202,000 and making
appropriate adjustments to the associated overhead costs to the appropriate accounts for
the Maui Division: $23,500 to administrative expenses transferred, $78,500 10 employee
benefits transferred; and $15,000 to payroll taxes. (See June 2007 Update, MECO T-8,
and Update Attachment A.) These overhead cost adjustments are discussed in

paragraph 15c, paragraph 15f and paragraph 19, respectively, of this document.
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b. IRP Non-Labor Expense Adjustment

In direct testimony, MECO included $696,000 in its Maui Division test year estimate for
non-labor integrated resource planning costs (see MECO-812 and MECO-WP-812). This
amount reflected a three-year average of actual 2005, part actual and part forecast 2006
(i.e., Jannary to July actual and August to December forecast) and forecast 2007
(MECO-812) expenses, consistent with the methodology used to derive the normalized
IRP general planning costs to be recovered in base rates.’

In its direct testimony, the Consumer Advocate accepted the three-year averaging
approach that had been accepted by the Commission (see response to CA-IR-411.e), but
proposed to calculate the three-year average based on the actual 2005, 2006 and assumed
ratable continued spending in 2007, based on actual year-to-date August 2007 spending
by MECOQ (see CA-T-3, page 58). The three-year average expense proposed by the
Consumer Advocate is $497,627 (see CA-102, Schedule C-10), which results in a
proposed reduction of $198,217 to MECO’s projected non-labor IRP planning costs for
the 2007 test year revenue requirement (CA-102, Schedule C-10; see also CA-102,
Schedule C, page 3).

During the settlement discussion, MECO agreed to the methodology used by the
Consumer Advocate, but recommended that the computation take into consideration the
updated forecast for the remaining months in 2007, as reflected in MECQ’s response to
CA-IR-362, Attachment A (updated 9/27/07). This updated forecast was derived by
MECO after reviewing each line item and estimating the cost for known activities that are
expected to be incurred for the rest of the year including studies related to IRP planning
best practices, and long-term peak forecasting. MECO thus proposed that the test year
IRP general planning costs be $532,029, which is $164,000 ($163,815 rounded up) lower
than the Company's original test year estimate of $696,000 for the Maui Division. (See
MECO T-8, Attachment 1, attached hereto.)

For purposes of settlement, the Consumer Advocate agreed to MECO's settlement

proposal. As a result, the Parties agree to reflect $532,029 of IRP general planning costs
in the test year revenue requirement.

c. HECO PNG Marketing Support Adjustment

See Docket No. 99-0207, HELCO 2000 Test Year Rate Case, Decision and Order No. 18365, filed on
February 8, 2001, pages 19 - 21, for the source documents, calculations and references related to the
determination of the IRP costs 10 be included in base rates. See Docket No. 04-0113, HECO 2005 Test
Year Rate Case — Stipulated Settlement Letter, filed on September 16, 20053, Exhibit 11, page 6, and
HECO-1029, for the source documents and calculations used to determine the IRP costs to be included in
base rates in Interim Decision and Order No. 22050. See Dockel No. 05-0315 Interim Decision and Order
No. 23342, HELCO 2006 Test Year Rate Case, filed on April 4, 2007, Exhibit A, page 1, Customer Service
Expense, and HELCO T-8, page 16 and 17, and HELCO RT-8, page 6, for the source documents and
calculations used to determine the IRP costs to be included in base rates in the latest HELCO rate case,
Docket No. 05-0315.
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In direct testimony, MECO included $47,531 in its 2007 test year Maui Division estimate
to reflect the intercompany charges from HECO (RA PNG ) for marketing support
provided on MECO’s behalf. (See response to CA-IR-2 for MECO T-8, Attachment B,

page 11.)

In its written testimony, the Consumer Advocate expressed a concern with the
reasonableness of MECO’s projection, noting that the amount is significantly higher than
the actual charges that were incurred in each of the past three years (see CA-T-3, page
59). As a result, the Consumer Advocate proposed an adjustment of $28,476, to reflect
$19,055 in the test year customer service projection. The Consumer Advocate’s
recommendation was based on the three-year average of the actual allocation for the
years 2004, 2005 and 2006. (See CA-102, Schedule C-11; CA-102, Schedule C, page 3.)

For purposes of settlement, the Company agrees to reduce the test year estimate of
intercompany charges from HECO's PNG RA for marketing support by $28,000
(i.e., $28,476 rounded).

d. Payroll Expense Adjustment
For the reasons discussed in Section 10.a. above, the Consumer Advocate proposed a

MECQO consolidated (and Maui Division) Customer Service labor expense adjustment of
$33,272, based on the simple average of the Company’s actual beginning and forecasted
end of year Customer Service employee count (i.e., December 31, 2006 and

December 31, 2007, respectively). For purposes of settiement, MECO agrees to accept
the Consumer Advocate’s adjustment. (See MECO T-11, Attachments 3 and 3(D),
attached hereto.)

ADMINISTRATIVE AND GENERAL (A&G)

15.

A&G expenses represent a diverse group of expenses including operating expenses not
provided for in other functional areas and expenses which represent the total Company
costs for certain specific items (e.g., property insurance costs included in account no.
924). The types of expenses provided for in A&G expenses include (1) administrative
and general labor; (2) office supplies and expenses; (3) outside services for legal, others
and provided by associated companies; (4) property insurance; () injuries and damages;
(6) employee benefits; (7) regulatory commission expenses; (8) institutional/goodwill
advertising; (9) miscellaneous general expenses including community service activities,
company memberships, research and development, preferred stock and long-term debt
expenses, and directors’ fees and expenses; (10) rent expense; and (11) maintenance
expense.

Test year A&G O&M expense for consolidated MECO was estimated to be $13,559,700
in direct testimony (see MECO-901, page 20), which was comprised of $12,549,600 for
the Maui Division, $343,700 for the Lanai Division, and $666,400 for the Molokai
Division (see MECO-901, pages 5, 10 and 15, respectively). The direct testimony
estimate was increased by $322,200 to an updated total of $13,881,900 in the Company’s
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June 2007 Update for MECO T-9, which was comprised of $12,855,100 for the Maui
Division, $350,300 for the Lanai Division and $676,500 for the Molokai Division (see
Altachment ] of the Update, pages 20, 5, 10 and 15, respectively), filed on July 10, 2007.

In its written testimony, the Consumer Advocate recommiended a test year expense
estimate of $13,400,601 (CA-101, Schedule C, page 1) for consolidated MECO, resulting
in a reduction of $481,299 to the Company's June 2007 Update estimate (a reduction of
$159,099 from the Company'’s direct testimony estimate).

The test year A&G O&M expense proposed by MECO in its direct testimony and June
2007 Update and the test year estimate proposed by the Consumer Advocate in its direct
testimony are as follows:

Consumer
A&G 0&M MECO Direct® | MECO Update® | Advocate Direct ©
Maui Division $12,549,600 $12,855,100 $12,397,704
| Lanai Divisjon $343,700 $350,300 $341,026

Molokai Division | $666,400 | $676,500 $661,871
Total Company | 813,559,700 [  $13,881,900 $13,400,601 |

References:

A - MECQ-901, pages 5, 10, 15, and 20, for Maui, Lanai, Molokai and MECO consolidated,

respectively.

B - June 2007 Update, MECO T-9, filed 7/10/07; Update Attachment J, pages 5, 10, 15, and 20,
for Maui, Lanai, Molokat and MECO consolidated, respectively.
C —CA-102, Schedule C, page 1; CA-103, Schedule C, page 1, CA-104, Schedule C, page 1;

CA-101, Schedule C, page | for the Maui, Lanai, Molokai and Consolidated operations,
Tespectively.

The difference between the Parties resulted from the following six adjustments proposed
by the Consumer Advocate:

an adjustment to remove the labor costs associated with new employee
positions that have not been filled for the entire 2007 test year (see
CA-T-1, pages 67-79 and (CA-101, Schedule C, page 3 and CA-101,
Schedule C-13);

an adjustment to reduce MECO'’s projected employee benefils expense to
correspond with the Consumer Advocate’s recommended labor cost
adjustments as discussed above (see CA-101, Schedule C, page 3 and
CA-101, Schedule C-14);

an adjustment to remove the Company’s pension asset amortization (see
CA-101, Schedule C, page 3 and CA-101, Schedule C-16);

an adjustment to normalize the non-EPRI research and development
expense that is included in MECO's test year expense projection (seeCA-
101, Schedule C, page 3 and CA-101, Schedule C-17);
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. an adjustment to remove a software amortization that is expiring in
September 2007 (see CA-101, Schedule C, page 4 and CA-101, Schedule
C-18); and

. an adjustment to normalize the Ho’omaika'i award costs (see CA-101,
Schedule C, page 4 and CA-101, Schedule C-20).

For purposes of settlement, MECO and the Consumer Advocate have reached agreement
on all six adjustments, as described in greater detail below. The result is a test year
estimate of $13,306,347 for MECO consolidated, which is comprised of $12,303,194 for
the Maui Division, $341,176 for the Lanai Division and $661,977for the Molokai
Division. The agreed upon test year estimate is $575,553 less than MECO’s June 2007
Update estimate and also reflects the removal of corporate administration and employee
benefits expenses (see subparagraphs 15c and 15f, respectively) associated with the
reclassification of the DSM Program expenses for the three Customer Service employees
whose labor costs are to be recovered through the IRP surcharge, as opposed to base
rates, as discussed in paragraph 14.a. above. The test year esimate for A&G O&M
expense based on the agreement of the parties is summarized as follows:

A&G O&M Expense Agreement of Parties

Maui Division $12,303,194
Lanai Division $341,176
Molokai Division $661,977
Total Company $13,306,347

a. Employee Count Adjustment (CA-101, Schedule C-13)
In CA-T-1 (Exhibit CA-101, Schedule C-13), the Consumer Advocate initially proposed

a consolidated A&G O&M labor expense adjustment of $5,041 based on the same
methodology and rationale for the proposed payroll adjustments to the other functional
expenses (Exhibit CA-101, Schedule C-13) - i.e., the simple average of the Company's
actual A&G employee count at the beginning of the year and the end of year estimate
(i.e., December 31, 2006 and December 31, 2007, respectively). During the settlement
discussions, the Company represented that in the first six months of 2007, it incurred
unbudgeted overtime for RAs “MDK” and “MDR” and proposed reducing the Consumer
Advocate’s MECO consolidated (and Maui Division) A&G labor expense adjustment by
$3,113. (See the Payroll Expense Adjustment section for T&D above.) After reviewing
the information the Consumer Advocate agreed to revise its MECO consolidated (and
Maui Division) adjustment to $1,928 (see MECO T-11, Attachments 3 and 3(E), attached
hereto). For purposes of settlement, MECO accepts the Consumer Advocate’s revised
adjustment.

b. Ho'omaika'i Award Costs {CA-101, Schedule C-20
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MECO included $93,650 for total MECQ in its direct testimony test year estimate for
Administrative and General direct non-labor, account no. 920, for Ho’omaika’i Award
costs (MECO T-9 response to CA-IR-2, Attachment C). In the June 2007 Update, the
Company reduced its test year estimate for Ho’omaika'i Award costs by $36,900 to
remove the costs associated with the terminated Ho’okina Program (see June 2007
Update, MECO T-9, page 1). As a result of the adjustment made in the June 2007
Update, the Company’s test year estimate for Ho'omaika'i Award costs was reduced
from $93,650 to a consolidated $56,750 (393,650 - $36,900 = $56,750), which was
comprised of $52,636 for the Maui Division, $1,390 for the Lanai Division and $2,724
for the Molokai Division.

The Consumer Advocate noted in CA-T-1, page 103, beginning on line 1, that MECO did
not meet all safety goals in 2004 and 2006. Consequently, the Consumer Advocate
proposed a further adjustment of $24,489 based on a normalized four-year average of
award costs recorded for 2004 - 2006 and forecast for 2007 (see CA-T-1, page 103,
beginning on line 12, and Exhibit CA-101, Schedule C-20).

For purposes of settlement, the Company accepts the Consumer Advocate's proposed
$24,489 consolidated reduction to test year Ho’omaika'i award costs, which is comprised
of $22,714 for the Maui Division, $600 for the Lanai Division and $1,175 for the
Molokai Division. The adjustment results in a normalized test year estimate of $32,261
for consolidated Ho’omaika’i award costs, which is comprised of $29,922 for the Maui
Division, $790 for the Lanai Division and $1,549 for the Molokai Division.

C. DSM Employee Reclassification — Corporate Administration Qverheads (CA-101,
Schedule C-9)

As discussed in paragraph 14.a. above (i.e., Customer Service expense), the Consumer
Advocate proposed an adjustment in CA-T-3 (pages 53-55) to reverse the recovery of the
labor costs for three employees from base rates to the IRP surcharge. Consistent with the
Parties’” agreement regarding the “DSM Employee Reclassification Adjustment” in the
Customer Services section above, the Parties agree to the aforementioned adjustment to
reduce the test year estimate for account no. 922 (administrative expenses transferred) by
a consolidated $23,521 comprised of $23,521 for Maui, $0 for Lanai, and $0 for Molokai,
for the purpose of reaching a global settlement in this proceeding.

d. Expiring Software Amortization (CA-101, Schedule C-18)

MECO included $61,066 for total MECO in its direct testimony test year estimate for
account no. 923.03, outside services — associated companies, for Ellipse maintenance
expense (MECO T-9 response to CA-IR-2, Attachment B), which was comprised of
$56,639 for the Maui Division, $1,496 for the Lanai Division, and $2,931 for the
Molokai Division. The Company’s $61,066 test year estimate for Ellipse maintenance
expense included $23,202 for the amortization of software licensing fees which the
Company confirmed, in its response to CA-IR-371, part a., was to expire in September
2007. Based on this representation, the Consumer Advocate maintained that “[i]t is
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necessary and appropriate to remove this amortization expense that will not continue
beyond September 30, 2007 (see CA-T-1, page 91, lines 4 and 5 and Exhibit CA-101,
Schedule C-18). As a result, in its direct testimony, the Consumer Advocate
recommended an adjustment to remove the expiring amortization of software expenses
amounting to $23,202 on a consolidated company basis, included by MECO in account
no. 923.03.

For purposes of settlement, the Company accepts the Consurer Advocate’s proposal to
remove $23,202 for the expiring amortization of software licensing fees from the test
year expenses, resulting in a normalized consolidated test year estimate of $37,864
($61,066-$23,202=%$37,864) for Ellipse maintenance expense, which is comprised of
$35,119 for the Maui Division, $928 for the Lanai Division and $1,817 for the Molokai
Division.

c. Employee Count Adjustment (CA-101, Schedule C-14)
In Exhibit CA-101, Schedule C-14, the Consumer Advocate calculated the reduction of

MECO'’s revised forecast of employee benefit expenses to reflect the labor cost
adjustment associated with the employee count reduction proposals based on the average
test year concept as discussed in paragraphs 10.a., 11.a,, 12.a,, and 14.d., above (11.5
employees as shown on CA-101 Schedule C-14, as reflected in CA-WP-101-C14, p. 1).
Based on the estimated net headcount reduction, the Consumer Advocate’s proposed
consolidated reduction for the associated employee benefits expense was $56,352
(Exhibit CA-101, Schedule C, page 3, and Schedule C-14).

Based on the settlement reached with regard to the average number of employees for the
2007 test year revenue requirement calculation, the Parties agree to reduce the net
headcount reduction by one employee (0.5 for MGD and 0.5 for MDE) to 10.5
employees. As a result, the Parties also agree to a reduction of $4,699 to the Consumer
Advocate’s consolidated adjustment to employee benefits, resulting in a consolidated
$51,693 reduction in employee benefits expense consisting of $48,103 for the Maui
Division, $1,356 for the Lanai Division, and $2,234 for the Molokai Division (see MECO
T-11, Attachment 3(F), attached hereto).

f. DSM Employee Reclassification — Employee Benefits (CA-101, Schedule C-9)
MECO’s estimate for employee benefits expenses is reduced by $78,446 net of amounts
transferred (June 2007 Update, MECO T-9, Attachment 1, pp. 24, 41), comprised of
$78.,446 for the Maui Division, $0 for the Lanaj Division and $0 for the Molokai
Division, to reflect the reclassification of DSM Program expenses for the three Customer
Service employees removed from base rates (to be recovered through the IRP Clause) as
discussed in paragraph 14 and subparagraph 14.a. The Parties agree to this reduction.

g. Pension Asset Amortization (CA-101, Schedule C-16)

In the June 2007 Update for MECO T-9, the Company proposed to update its pension
estimates to reflect a pension tracking mechanism, similar to the pension tracking
mechanism that was agreed to by HELCO and the Consumer Advocate in the HELCO
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2006 test year rate case (Docket No. 05-0315} and approved by the Commission on an
interim basis in Interim Decision and Order No. 23342, filed on April 4, 2007. To
include the estimated amortization of the pension asset balance as of December 31, 2007
{see June 2007 Update MECO T-9, page 3 and Update Attachment 5, page 1), as
specified in its proposed pension tracking mechanism, MECO increased its consolidated
test year 2007 estimate for account no. 926000 by $241,800, comprised of $225,200 for
the Maui Division, $6,600 for the LLanai Division and $10,000 for the Molokai Division.

The Consumer Advocate recommended against including MECO’s estimated pension
asset in rate base and, therefore, the amortization of such asset in the test year expense
(see CA-T-1, pages 21, 22 and 59-61).

Based on the settlement reached with regard to the ratemaking treatment of the pension
asset, amortization of the pension asset and implementation of the pension tracking
mechanism, the Parties agree to exclude the amortization of the test year ending pension
amount and to modify the proposed pension tracking mechanism as discussed in
paragraph 23.

h. Non-EPRI Research and Development Expense (CA-101, Schedule C-17)

In its direct testimony, MECO included a consolidated $255,379 test year estimate for
account no. 930.2 (miscellaneous general expenses), for non-EPRI research and
development costs (MECO-918), which was comprised of $255,379 for the Maui
Division, $0 for the Lanai Division and $0 for the Molokai Division. The Company's
test year estimate was based on specific projects and programs identified in MECO-918.
In its direct testimony, the Consumer Advocate recommended an adjustment to normalize
the consolidated $255,379 test year estimate MECO proposed for non-EPRI research and
development costs (MECO-918). The Consumer Advocate's recommendation was based
on a three-year average, including recorded costs for 2005 and 2006 and MECO's
updated 2007 test year estimate (CA-T-1, pages 81 and 82, and Exhibit CA-101,
Schedule C-17). The resulting test year expense proposed by the Consumer Advocate
was $125,005, based on an adjustment in the amount of $130,374 (see Exhibit CA-101,
Schedule C-17).

For purposes of settlement, MECO accepts the Consumer Advocate’s proposal to reduce
the test year estimate for non-EPRI research and development expense in account no.
930.2 by $130,374 to a consolidated test year estimate of $125,005, which is comprised
of $125,005 for the Maui Division, $0 for the Lanai Division and $0 for the Molokai
Division. In addition, MECO accepts the Consumer Advocate's proposal to require
MECO to provide a full and complete accounting of its research and development costs
in its next rate case filing (CA-T-1, page 88, beginning at line 15, and page 89),
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DEPRECIATION AND AMORTIZATION

Depreciation expense represents the expiration or consumption, in whole or in part, of the
service life, capacity, or utility of property used in the provision of the regulated service.
The test year depreciation and amortization expense estimates were calculated by first
determining the estimated test year depreciation accrual and then adjusting for vehicle
depreciation, Contribution in Aid of Construction amortization, Federal investment tax
credit amortization, and the amortization of net regulatory assets and liabilities related to
Statement of Financial Accounting Standards No. 109, Accounting for Income Taxes.

The Company’s test year consolidated estimate of depreciation expense submitted in
direct testimony, which was based on estimated depreciable utility plant balances as of
January 1, 2007, was $28,872,000, including $26,597,000 for the Maui Division,

$1,244 000 for the Lanai Division, and $1,031,000 for the Molokai Division (see MECO-
1201). The Company’s test year estimate of the test year consolidated average
accumulated depreciation submitted in direct testimony was $354,353,000, including
$323,681,000 for the Maui Division, $14,315,000 for the Lanai Division, and
$16,357,000 for the Molokai Division (see MECO-1202, pages 1 and 2).

With the update of the beginning of tesl year rate base with actual plant additions in
2006, test year consolidated depreciation expense was reduced by $859,000 to
$28,011,000, including $25,619,000 for the Maui Division, $1,264,000 for the Lanai
Division, and $1,128,000 for the Molokai Division (see June 2007 Update, MECO T-12,
page 4, filed on July 3, 2007). The updated estimate of the test year consolidated average
accumulated depreciation increased by $106,000 from $354,353,000 to $354,459,000,
including $323,775,000 for the Maui Division, $14,295,000 for the Lanai Division, and
$16,389,000 for the Molokai Division (see June 2007 Update, MECO T-12, pages 5 and
6, MECO-1202) due to the inclusion of 2006 recorded data, lower estimated 2007
depreciation accrual, and higher estimated 2007 property retirements and salvage values
(see June 2007 Update, MECO T-12).

In its direct testimony, the Consumer Advocate did not recommend any adjustments to
the Company’s test year estimates for depreciation and amortization expense and the
average accumulated depreciation balances reflected in the 2007 test year rate base.

As aresult, the Parties agree to a test year estimate for depreciation and amortization
expense of $28,011,000 for consolidated MECO, which is comprised of $25,619,000 for
the Maui Division, $1,264,000 for the Lanai Division, and $1,128,000 for the Molokai
Division. In addition, the Parties agree to a test year estimate for average accumulated
depreciation for consolidated MECO of $354,459,000, which is comprised of
$323,775,000 for the Maui Division, $14,295,000 for the Lanai Division, and
$16,389,000 for the Molokai Division.

TAXES O R THAN INCOME TAXES (“TOTIT”
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TOTIT are taxes related either to utility revenue or to payroll. The taxes related to utility
revenue include the State Public Service Company (“PSC") tax, the State Public Utility
fee and the County Franchise Royalty tax. The taxes related to payroll include the
Federal Insurance Contribution Act and Medicare (“FICA/Medicare”) taxes, the Federal
Unemployment (“FUTA”) tax and the State Unemployment (“SUTA") tax.

In MECO'’s direct testimony (MECO T-13), the Company proposed a consolidated 2007
test year estimate for TOTIT of $33,068,000 at present rates and $34,748,000 at proposed
rates, as follows:

Taxes Other Than Income Taxes
Direct Testimony
At Present Rates At Proposed Rates | Source
Maui Division $30,918,000 $32,490,000 MECO-1301
Lanai Division $952,000 $1,000,000 MECO-1301
Molokai Division $1,198,000 $1,258,000 MECO-1301
Total Company $33,068,000 $34,748,000 MECO-1301

In its June 2007 Update for MECO T-13, filed on August 24, 2007, the Company updated
its test year estimate for payroll taxes for the Maui Division, resulting in a reduction of
$16,000 to the consolidated TOTIT projection as follows:

Taxes Other Than Income Taxes
June 2007 T-13 Update

At Present Rates

At Proposed Rates

Source

Maui Division $30,902,000 $32,474,000 June Update, page 1
Lanai Division $952,000 $1,000,000 June Update, page |
Molokai Division $1,198,000 $1,258,000 June Update, page 1
Total Company $33,052,000 $34,732,000 June Update, page |

In its direct testimony, the Consumer Advocate recommended a consolidated test year
estimate for Taxes Other Than Income Taxes of $33,002,000 (CA-101, Schedule C, page
1), resulting in a proposed decrease of $50,000 to the Company’s June 2007 Update
estimate (a reduction of $66,000 from the Company's direct testimony estimate). The
two adjustments proposed by -the Consumer Advocate were as follows:

an adjustment to reduce the estimated revenue taxes related to ECAC
revenue adjustment (CA-101, Schedule C, page 2 and CA-101, Schedule

C-3); and

an adjustment to reduce the estimated payroll taxes related to average
staffing adjustments proposed by the Consumer Advocate and discussed in
paragraphs 10.a,, i1.a,, 12.a., and 14.d. above. (CA-101, Schedule C, page

3 and CA-101, Schedule C-15)
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Based on the Parties’ settlement of the ECAC revenues, as discussed in paragraph 8
above, and the settlement reached on the test year labor costs, as discussed in paragraphs
10.a., 11.a,, 12.a,, and 14.d. above, the Parties agree to a revised Taxes Other Than
Income Taxes consolidated test year estimate of $33,008,000 and $34,178,000 at present
and proposed rates, respectively, as noted below: '

Taxes Other Than Income Taxes
Settlement Test Year Estimates

At Present Rates At Proposed Rates
Maui Division $30,863.000 $31,763,000
ILanai Division $949.000 $1,116,000
Molokai Division $1,196.000 $1,299,000
! Total Company $33,008.000 $34,178,000

Reference: Statement of Probable Entitlement, page 1 of Exhibits 1, 2, 3 and 4.

Revenue Taxes
In its direct testimony, MECO included $31,690,000 of consolidated revenue taxes in the
2007 test year at present rates, and $33,370,000 at proposed rates, as follows:

Revenue Taxes
Direct Testimony

_ At Present Rates At Proposed Rates | Source
Maui Division $29,665,000 $31,237,000 MECO-1301
Lanai Division $896,000 $944,000 MECO-1301
Molokai Division $1,129,000 $1,189,000 MECO-1301
Total Company $31,690,000 $33,370,000 MECO-1301

There was no update to the Company’s test year revenue tax estimate included in the
MECO T-13 June 2007 Update.

In its direct testimony, the Consumer Advocate recommended a reduction to MECO's
consolidated test year estimate for revenue taxes of $13,998 (CA-101, Schedule C, page 2
and CA-101, Schedule C-3) to correspond with the proposed adjustment to fuel and
purchased energy expenses, which affects the test year ECAC revenues (see CA-T-3,

pages 10 and 11).

As explained in paragraph 8 above, the Parties agreed on the test year ECAC revenues,
which results in the following test year revenue tax projections:

1

I

Revenue Taxes
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Settlement Test Year Estimates
At Present Rates At Proposed Rates

Maui Division $29,664,000 $30,564,000

Lanai Division $896,000 $1,063,000

Molokai Division $1,129,000 $1,232,000

Total Company $31,689,000 $32,859,000

Reference: Statement of Probable Entitlement, page 6 of Exhibits 1, 2, 3 and 4.

Payro]| Taxes
In its direct testimony, MECO included $1,378,000 of consolidated payroll taxes

chargeable to O&M expenses in the 2007 test year, which was comprised of $1,253,000
for the Maui Division, $36,000 for the Lanai Division and $69,000 for the Molokai
Division (MECO-1301). The payroll taxes are based on the tax rates set forth by the
Federal and State government applied to the compensation base that is subject to such
tax. In its June 2007 Update, the Company updated its test year consolidated payroli tax
estimate to $1,362,000, which was comprised of $1,237,000 for the Maui Division,
$56,000 for the Lanai Division and $69,000 for the Molokai Division (June 2007 Update,
MECO T-13, page 1, and Attachment 1, page 1). The updated estimate reflected (a) an
update of labor costs, which affected payroll tax expense; (b) an updated SUTA tax rate
and (C) an updated SUTA maximum wage base and resvited in a $16,000 net decrease to
consolidated test year expenses ($1,378,000-$1,362,000=$16,000), all to the Maui
Division.

In its direct testimony, the Consumer Advocate recommended reducing payroll taxes by
$35,710, to be consistent with the Consumer Advocate’s recommended payroll expense
adjustments discussed above (CA-101, Schedule C-15). In addition, the Consumer
Advocate recommended a payroll tax reduction of $15,183 due to the reclassification of
DSM program labor costs from base rates to the IRP surcharge cost recovery mechanism
(Exhibit CA-102, Schedule C-9).

As discussed above, the Parties have reached agreement on the labor costs to be included
in the 2007 test year revenue requirement for each Division. Thus, the Company and the
Consumer Advocate also agree on the test year payroll expense of $1,319,000, which is
comprised of $1,199,000 for the Maui Division, $53,000 for the Lanai Division and
$67,000 for the Molokai Division (MECO T-13, Attachment 2, attached hereto).

INCOME TAXES

20.

In its direct testimony (MECO T-13), the Company proposed a consolidated 2007 test
year estimate for Income Taxes of $9,071,000 at present rates and $15,797,000 at
proposed rates, as follows: '

i Income Taxes | B
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Direct Testimony
At Present Rates At Proposed Rates | Source
Maui Division $9,122,000 $15,415,000 MECO-1302
LLanai Division -$175,000 $16,000 MECO-1302
Molokai Division $124,000 $366,000 MECQO-1302
Total Company $9,071,000 $15,797,000 MECO-1302

In its June 2007 Update for MECO T-13, the Company indicated that its estimate of
income taxes for the test year will be revised for revisions to the interest expense
adjustment to reflect the revised 2007 test year estimate of AFUDC (see June 2007
update of MECO-WP-102) and revisions to the test year estimates of revenues and
expenses at present rates and at proposed rates (MECO T-13, June 2007 Update, page 1).

In its direct testimony, the Consumer Advocate’s estimate of income taxes for the test
year was $9,883,000 (CA-101, Schedule C, page 1), which was $812,000 more than the
Company’s estimate at present rates. MECO and the Consumer Advocate used the same
tax rates and methodology to compute the test year income tax expense. The difference
between the Parties’ estimates of income tax expense resulted primarily from the
differing revenue and expense estimates, as discussed above, that contribute to higher
taxable income in the Consumer Advocate’s calculation. In addition, the Consumer

. Advocate recommended that MECO's estimated Domestic Production Activities
Deduction (“DPAD") for test year 2007 be fixed at $1,127,000, resulting in a fixed
estimated federal tax effect of $394,000.

During the settlement discussions, the Parties resolved this issue as explained in the
“Section 199 Deduction,” subparagraph 20.a. below. Based on the resolution of this
issue and the settlement reached on the test year revenues and O&M expense projections
as described herein, the Parties agree for purposes of settlement to a revised consolidated
Income Tax expense estimate for the 2007 test year of $9,586,000 at present rates and
$14,273,000 at proposed rates, as follows:

Income Taxes
Settlement Test Year Estimates
At Present Rates At Proposed Rates
Maui Division £8,672,000 $13,282,000
Lanat Division -$184,000 $483,000
Molokai Division $98,000 $508,000
Total Company $9,586,000 $14,273,000

Reference: Statement of Probable Entitlement, page 1 of Exhibits 1, 2, 3 and 4.

a. Section 199 Deduction
MECO’s respanse to CA-IR-376 included the calculation of the Company’s test year
. Internal Revenue Code (“IRC™) Section 199 deduction estimate. The Section 199
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deduction resulted from the American Jobs Creation Act of 2004, which provided tax
relief for U.S. based manufacturing activities, including the production of electricity.
MECO’s estimated Domestic Production Activities Deduction (DPAD) for test year 2007
was initially $1,127,000 for total MECO, and the estimated related federal tax effect was
$394,000 (see MECO's response to CA-IR-376, page 3). The consolidated $394,000 was
comprised of $362,000 for the Maui Division, $15,000 for the Lanai Division and
$17,000 for the Molokai Division (aliocated based on relative plant balances at 12/31/06
as shown in MECO’s response to CA-IR-380, page 3).

In its direct testimony, the Consumer Advocate stated that MECO's Section 199
deduction calculation assumptions in its Update filing were overly conservative, but to
simplify the issues in this proceeding, the Consumer Advocate did not propose any
adjustments (see CA T-3, page 61). The Consumer Advocate accepted MECO's

$394 000 estimate, but recommended that *...this value be fixed and not be revised for
later changes in input values or the rate of return awarded by the Commission, because
multiple complex and potentially offsetting adjustments are actually required to fully
update the Section 199 deduction to mirror the methods used to actually calculate the
deduction taken by the Company on its tax return.” (See CA-T-3, page 62).

Although MECO did not agree with fixing the $394,000 estimate, as a result of
settlement discussions, the Parties agree to an updated consolidated DPAD test year
estimate of $1,061,000, and the estimated related federal tax effect of $371,000, which is
comprised of $341,000 for the Maui Division, $14,000 for the Lanai Division and
$17,000 for the Molokai Division (MECO T-13 Attachment 1, attached hereto). The
agreed upon estimate reflects most, but not all, of the settlement test year estimates, and
the Parties accept the updated DPAD estimate as reasonable for settlement purposes. The
updated estimate increases consolidated income tax expenses by $23,000 ($394,000-
$371,000=$23,000). The Consumer Advocate reserves the right to reconsider the
attribution of indirect overheads within the calculation of DPAD in future rate case
proceedings, as tax regulation uncertainties regarding the allocation of expenses that are
supportive in function to production activity in the determination of the DPAD are
resolved.

RATE BASE

Rate base represents the net investment that is used or useful for public utility purposes
and that has been funded by the Company's investors, (See MECO T-15, page 2)
MECO calculated an average rate base by dividing the sum of the 2006 and 2007 year-
end balances for each component of rate base by two.

Investments in assets include al] investments necessary to provide reliable electric service
to MECO’s customers. In direct testimony, MECQ’s investments in assets consisted of
the following components: (1) net cost of plant in service, (2) property held for future
use, (3) fuel inventory, (4) materials and supplies inventory, (5) unamortized net
statements of financial accounting standards (“SFAS™) No. 109 regulatory asset, (6)
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pension asset, (7) other post retirement benefits other than pensions (“OPEB™) amount,
(8) unamortized system development costs, and () working cash. (MECO T-15, page 3):

Funds from non-investors are funds that are invested in assets to provide reliable electric
service that are from sources other than investors. In direct testimony, funds from non-
investors consisted of the following components: (1) unamortized contributions in aid of
construction (“CIAC”), (2} customer advances for construction, (3) customer deposits,
(4) accumulated deferred income taxes, and (5) unamortized investment tax credits. (See

MECOQ T-15, page 33):

The following reflects the Company estimated 2007 test year consolidated average rate

base at present rates.

MECO
Mauj Lanai Molokai Consolidated

(MECO-1502) (MECO-1508) | (MECO-1514) (MECO-1501)
Net Plant in Service $398,136,000 $15,187,000 $18,039,000] $431,361,000
Property Held for Future $2,633,000 $0 $0 $2,633,000
Use
Fuel Inventory $14,629,000 $550,000 $632,000| $15,811,000
M&S Inventory $11,263,000 $193,000 $195,000) $11,651,000
Unamortized Net SFAS $7,972,000 $429,000 $518,000 $8,918,000
109 Regulatory Asset
Pension Asset $3.093,000 $90,000 $139,000 $3,321,000
Unamortized System $217,000 $7,000 $10,000 $233,000
Development Costs
Working Cash at Present $7,343,000 $338,000 $295,000 $7.976,000
Rates
Unamortized CIAC $(50,082,000) $(1,983,000y  $(3,301,0001 $(55,365,000)
Customer Advances $(4,271,000) $(249,000)  $(154,000)  $(4,673,000)
Customer Deposits $(3,601,000) $(95,000) $(187,000)  $(3,883,000)
Accumulated DIT $(18,823,000) $(782,000) $(913,000y (20,518,000)
Unamortized ITC $(10,279,000) $(428,000) $(499,000) $(11,205,000)
Average Rate base at $358,230,000 $13,257,000f $14,775,000| $386,261,000
Present Rates
Change in working cash $(207,000) $(6,000) $(8,000) $(221,000)
Average Rate base at $358,023,000 $13,251,000 $14,767,000| $386,040,000
Proposed Rates

Subsequently, MECO updated its test year consolidated estimate to $385,763,000 (see
MECO response to CA-IR-304, Attachment A), based on updated rate base component
amounts such as the replacement of 2006 year-end estimates with recorded amounts,

updates to the 2007 test year estimates, and changes to working cash.
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MECO
Maui Lanai Molokai Consolidated
(CA-IR-304, (CA-IR-304, | (CA-IR-304, (CA-TR-304,
Attachment A, Attachment A, | Attachment A, Attachment A,
page 12) page 25) page 38) page 3)
Net Plant in Service $398,837,000 $15,450,000 $18,123,000| $432,410,000
Property Held for Future $2,633,000 SO $0 $2,633,000
Use
Fuel Inventory $14,629,000 $550,000 $632,000| $15,811,000
M&S Inventory $10,436,000 $141,000 $178,000] $10,755,000
Unamortized Net SFAS $6,930,000 $379,000 $£444,000 $7,753,000
109 Regulatory Asset
Pension Asset $2,989,000 $84,000 $143.000 $3,216,000
Working Cash at Present $7,121,000 $329,000 $282,000 $7,732,000
Rates
Unamortized CIAC $(51,782,000) $(2,006,000)  $(3,343,000% $(57,131,000)
Customer Advances $(4,963,000) $(207,000) $(126,000Y  $(5,296,000)
Customer Deposits $(3,413,000) $(91,0000  $(177,000)  $(3,681,000)
Accumulated DIT $(15,413,000) $(640,000) $(748,000Y $(16,801,000)
Unamortized ITC $(10,676,000) $(444,000) $(518,000) $(11,638,000)
Average Rate base at $357,328,000 $13,545,000 $14,890,000( $385,763,000
Present Rates
Change in working cash $(174,000) $(24,000) $(15,000) $(213,000)
Average Rate base at $357,154,000 $13,521,000 $14,875,000) $385,550,000
Proposed Rates
AVERAGE TEST YEAR RATE BASE COMPONENTS
NOT ADJUSTED BY THE CONSUMER ADVOCATE
MECO
Maui Lanai Molokai Consolidated
Net Plant in $398,837,000 $15,450,000 $18,123,000 $432,410,000
Service
Property Held for
Future Use $2,633,000 $0 $0 $2,633,000
Materials and
Supplies $10,436,000 $141,000 $178,000 $10,755,000
Inventory
g{‘i’gomzed $(51,782,000) $(2,006,000) $(3,343,000) | $(57,131,000)
Customer
Advances $(4,963,000) $(207,000) $(126,000) $(5,296,000)
Customer
Deposits $(3,413,000) $(91,000) $(177,000) $(3.681,000)
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}Jrn gmortlzed $(10,676,000) $(444,000) $(518,000) $(11,638,000)

Reference: MECO response to CA-IR-304, Attachment A, pages 3, 12, 25, and 38)

In its direct testimony, the Consumer Advocate recommended the following test year
estimates for MECQO’s consolidated rate base.

MECO
Maui Lanai Molokai Consolidated
(CA-102, {(CA-103, (CA-104, (CA-101,
Schedule B) Schedule B) Schedule B) Schedule B)

Net Plant in Service $398,837,000 $15,450,000| $18,123,0001 $432,410,000
Property Held for Future $2,633,000 $0 $0 $2,633,000
Use
Fuel Inventory $11,027.000 $550,000 $632,000 $12,209.000
M&S Inventory $10,436,000 $141,000 $178,000 $10,755,000
Unamortized Net SFAS $6,930,000 $379,000 $444,000 $7,753,000
109 Regulatory Asset
Pension Asset 30 $0 $0 30
Working Cash at Present $6,847,000 $321,000 $274,000 $7,442,000
Rales
Unamortized CIAC $(51,782,000) $(2,006,000)  $(3,343,000y $(57,131,000)
Customer Advances $(4,963,000) $(207,000 $(126,000)  $(5,296,000)
Customer Deposits $(3,413,000) $(91,000) $(177,000)  $(3,681,000)
Accumulated DIT $(16,198,000) $(672,000) 3(786,000) $(17,656,000)
Unamortized ITC $(10,676,000) $(444,000) $(518,000) $(11,638,000)
Average Rate base at $349,679,000 $13,421,000( $14,701,000( $377,800,000
Present Rates
Change in working cash $(98,000) $(3,000) $(4,000) $(105,000)
Average Rate base at $13.418,000 $14,697.000] $377,696,000

Proposed Rates

$349,581,000

As noted from a comparison of the above tables, the difference between MECO and the
Consumer Advocate results from the following six adjustments proposed by the

Consumer Advocate:

¢ an adjustment to remove from the test year rate base MECQ’s proposal to include
the pension asset and the associated accumulated deferred income taxes (“ADIT”)
(see CA-101, Schedule B-2);

* an adjustment to reduce MECO’s estimate of the Maui Division’s fuel inventory
for industrial fuel oil (“TFO”)} and diesel fuel due to the lower days inventory

recommendation described in CA-T-2 (see CA-101, Schedule B-3);
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» removal of MECO’s proposal to include the ADIT associated with AFUDC in
Construction Work in Progress (“CWIP”) and tax capitalized interest (“TCI"),
emission fees and IRP/DSM program costs (see CA-101, Schedule B-4);

» removal of MECQO’s proposal to treat the Regulatory Asset for AFUDC Equity
Tax Gross Up related to AFUDC in CWIP;

» an adjustment to correct MECO’s estimated ADIT associated with emission fees
(see CA-101, Schedule B-4); and

* removal of MECO’s proposal to include the pension asset amortization and
pension expense in the calculation of working cash (see CA-101,Schedule B-5).

Based on the discussion contained in the paragraphs 22-29 below, the Parties have
reached agreement on each of these differences. In addition, the Parties have agreed on
the implementation of a pension tracking mechanism and an OPEB tracking mechanism.
As aresult of these settlements, the Parties agree on the following 2007 test year average
rate base estimates.

AVERAGE RATE BASE
SETTLEMENT TEST YEAR ESTIMATE
Division Rate Base at Present Rates Rate Base at Proposed Rates
Maui $354,840,000 $354,721,000
Lanai 13,492,000 13,470,000
Molokai 14,791,000 14,777,000
MECO Consolidated $383,123,000 $382,968,000

Reference: Statement of Probable Entitlement, page 1 of Exhibits 1, 2, 3, 4.

Pension Asset

MECO proposed to include $3,216,000 of pension asset in the test year average rate base
(see June 2007 Update, MECO T-9, Attachment 5, page 1}. The Consumer Advocate
opposed the inclusion of the pension asset in rate base (CA-101, Schedule B-2), MECO
and the Consumer Advocate agreed that the exclusion of all or a portion of the pension
asset in rate base would also require a corresponding adjustment to the (“ADIT") reserve.
The portion of ADIT associated with the pension asset amounted to $1,251,397 (CA-101,
Schedule B-2).

The Parties took similar positions in Docket No. 04-0113 (HECO 2005 TY rate case) and
Docket No. 2006-0386 (HECO 2007 TY rate case). In Amended Proposed Final
Decision and Order No. 23768 in Docket No. 04-0113, the Commission ruled that
HECQO’s pension asset should not be included in HECO’s 2005 TY rate base based on the
facts of the HECQO situation. Although the Company respectfully disagrees with the
conclusion of Amended Proposed Final Decision and Order No. 23768, for purposes of
reaching a global settlement, MECO accepts the Consumer Advocate’s proposed
exclusion of the pension asset from rate base (with the reversal of the associated ADIT)
in this proceeding.
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Pension Tracking Mechanism

In the HEL.CO 2006 test year rate case (Docket No. 05-0315) and the HECO 2007 test
year rate case (Docket No. 2006-0386), the Parties agreed to the implementation of a
pension tracking mechanism. Similarly, in this proceeding, MECO and the Consumer
Advocate agreed to the implementation of a pension tracking mechanism. Based on the
facts and circumstances unique to each Company, the agreed to pension tracking
mechanisms included a pension asset amortization for HELCO, but not for HECO. In
the instant proceeding, however, the Consumer Advocate disagreed with MECO’s
proposal to include the pension asset amortization amounting to $241,800 in test year
revenue requirements (CA-101, Schedule C-16). For purposes of settlement in this
docket, MECO agreed to exclude the amortization of the test year ending pension
amount. In addition, the Parties agree to modify the Consumer Advocate’s proposed
pension tracking mechanism to reflect a requirement for MECO to fund the minimum
required level under the law until the existing pension asset balance is eliminated.
Reduced funding would reduce the pension asset. When the existing pension asset
amount is reduced to zero, the Company will fund the NPPC as specified in the pension
tracking mechanism for MECO. If the existing pension asset amount is not reduced to
zero by the next rate case, the Parties would address funding requirements for the pension
tracking mechanism in that proceeding. MECO T-9, Attachment 2 (attached hereto)
provides the terms of the pension tracking mechanism for MECO. The terms are the
same as those agreed to by HECO and the Consumer Advocate in the HECO 2007 test
year rate case (Stipulated Settlement Letter, filed Seplember 5, 2007 in Docket No. 2006-
0386, HECO T-10 Attachment 2).

OPEB Tracking Mechanism

For purposes of settlement, MECO and the Consumer Advocate also agreed to the
implementation of an OPEB tracking mechanism in this case, consistent with the
agreement reached in the HELCO 2006 test year rate case (Docket No. 05-0315) and the
HECO 2007 test year rate case (Docket No. 2006-0386). MECO T-9, Attachment 3
(attached hereto) provides the terms of the OPEB tracking mechanism for MECO, which
are the same as those agreed to by HECO and the Consumer Advocate in the HECO 2007
test year rate case (June 2007 Update, HECO T-10, Attachment 9 in Docket No. 2006-
0386).

Fuel Inventory
In its direct testimony, MECO’s estimate of consolidated test year fuel inventory value

was $15,811,090, including $14,628,834 for the Maui Division, $549,917 for the Lanai
Division, and $632,339 for the Molokai Division. (See MECO-408.) Based on an
analysis of the fuel delivery process and MECQ’s historical inventory levels, MECO
concluded that it needs to carry 37 days of Industrial Fuel Qil (“IFO”) inventory and 30
days of diesel fuel inventory for the Maui Division to maintain a reliable fuel supply to its
generating units, even if disruptions of reasonable scope occur in the supply chain. (See
MECO T-4, pages 41-49; MECO-409.)
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The Consumer Advocate performed its own analysis based partially on information
provided in MECO’s T-4 testimony and recommended that the Maui Division fuel
inventory should be based on a 30—day supply of [FO (CA-T-2, pages 29-33; CA-208)
and a 22-day supply of diesel fuel (CA-T-2, pages 33-36; CA-208). The Consumer
Advocate’s recommended inventory day supply of fuel was valued at $11,026,849 (CA-
208, page 1), or $3,602,000 (rounded) below MECQ’s estimate of $14,628,834. Note
that the Consumer Advocate did not oppose MECO’s proposed fuel inventory levels of
the Lanai and Molokai Divisions.

Although the Consumer Advocate continued to have concerns with the lack of support
for MECO's proposed fuel inventory levels, for the purposes of reaching a global
settlement on the test year revenue requirements for this proceeding, the Consumer
Advocate agreed to reflect MECO’s proposed $14,628,834 of fuel inventory in Maui
Division in the test year average rate base on the condition that MECO would complete a
fuel inventory study for submission to the Commission and the Consumer Advocate in its
next rate case to support the Company’s proposed fuel inventory levels.

Materials and Supplies Inventories
In its direct testimony, MECO included consolidated test year materials and supplies

inventories of $11,651,000, including $11,263,000 for the Maui Division, $193,000 for
the Lanai Division, and $195,000 for the Molokai Division. (See MECO-1504, MECO-
1510, MECO-1516.) In its June Update, MECO reduced its consolidated test year
estimalte for materials and supplies inventories by $896,000 to $10,755,000, including
$10,436,000 for the Maui Division, $141,000 for the Lanai Division, and $178,000 for
the Molokai Division, to reflect more current recorded inventory values. (See CA-IR-
304, Attachment 1, page 3.)

In its direct testimony, the Consumer Advocate did not contest MECO’s June Update test
year estimates for material and supplies inventories. (See CA-101, Schedule B.)

Accumulated Deferred Income Taxes

In its direct testimony (MECQO T-13}, the Company proposed an average consolidated
credit balance of $20,518,000 for ADIT in the 2007 test year, which was comprised of
$18,823,000 for the Maui Division, $782,000 for the Lanai Division and $913,000 for the
Molokai Division (see MECO-1305, pages 5 and 6).

In its June 2007 Update for MECQO T-13, the Company reduced its test year estimate of
the consolidated ADIT average credit balance by $3,718,000 to reflect the: 1) actual 2006
recorded balances {also submitted in the Company’s response to CA-IR-182),

2) estimated 2006 post year end adjustments, 3) the updated 2007 amounts for certain
revised test year estimates of revenue and expenses, 4) the exclusion of the regulatory
asset for AFUDC Equity gross up in CWIP as further explained in the Company’s
response to CA-IR-182, 5) the full inclusion of deferred taxes related to TCI as further
explained in the Company’s response to CA-IR-182, 6) the ratemaking adjustments for
the reversal of Accumulated Other Comprehensive Income ("AOCI") as explained by Mr.
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Matsunaga in MECO T-9 (see MECO T-9, pages 84 through 107), 7) the exclusion of
deferred taxes on integrated resource planning (IRP/DSM) costs, consistent with the
treatment in Docket No. 05-0315 (HELCQO’s 2006 test year rate case), and 8) the
reclassification and adjustment of balances for proper presentation as explained in the
Company’s response to CA-IR-182. See the June 2007 update of MECO-1305
(Attachment [, pages 9 and 10) and MECO-WP-1305 (Attachment 1, pages 11 and 12).

In its direct testimony, the Consumer Advocate recommended a consolidated test year
average ADIT estimate of $17,656,000 (CA-101, Schedule B, page 1), resulting in a
proposed increase of $856,000 to the Company’s June 2007 Update estimate (a reduction
of $2,862,000 from the Company’s direct testimony estimated credit). The lower
recommendation resulted from the following four adjustments proposed by the Consumer
Advocate:

. an adjustment to remove the ADIT related to MECQ’s pension asset (see
CA-101, Schedule B, page 2 and CA-101, Schedule B-2),

. an adjustment to restore the ADIT related to AFUDC and TCI (see CA-
{01, Schedule B, page 2 and CA-101, Schedule B-4);

. an adjustment to correct the ADIT related to emission fees (see CA-101,
Schedule B, page 2 and CA-101, Schedule B-4); and

. an adjustment to reflect the ADIT on JRP/DSM program costs(see CA-
101, Schedule B, page 2 and CA-101, Schedule B-4).

As a result of the settlement discussions, the Parties agree to a revised ADIT test year
estimate of $17,213,000 for total MECO, which is comprised of $15,791,000 for the
Maui Division, $656,000 for the Lanai Division and $766,000 for the Molokai Division
(see Statement of Probable Entitlement, page 3 of Exhibits 1, 2, 3 and 4). The test year
estimate is a $413,000 larger credit than MECO’s June 2007 Update estimate of
$16,800,000, and reflects the settlement of the above four issues as described below.

a. ADIT related to MECQ’s pension asset
Based on the settlement reached on the ratemaking treatment of the Company’s

pension asset as discussed in paragraph 22 above, the Parties agree that the ADIT
related to the estimated pension asset should be removed from the test year rate base.
(MECO T-13, Attachment 3, attached hereto).

b. ADIT related to AFUDC and TCI
AFUDC - The allowance for funds used during construction (“AFUDC"") applied to
the cost of a capital project is not recognized for tax purposes and is neither taxable
income nor part of the depreciable tax basis of the asset. Consequently, deferred
income taxes are provided on the amount of AFUDC incurred and recognized as
income for book purposes but not for tax purposes.
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TCI -~ The income tax law requires the cost of financing self constructed assets to be
capitalized, which MECO refers to as tax capitalized interest ("TCL"). §263A of the
Internal Revenue Code requires interest related to self constructed assets to be
capitalized during the construction period. This interest capitalization is the source of
a book/tax temporary difference and creates a negative deferred income tax.

In the Company’s direct testimony, MECO excluded the ADIT related to AFUDC
and TCI in Construction Work in Progress ("CWIP”), based upon the premise that
CWIP is not included within rate base so the related ADIT balances should also be
excluded. MECO’s consolidated average ADIT estimate related to AFUDC in
Construction Work In Progress (“CWIP"} was $153,569, and the estimate related to
TCI was $45,669 (MECO T-13, Attachment 3, attached hereto). In the June 2007
Update for MECO T-13, filed on August 24, 2007, the Company updated its
consolidated test year estimate for AFUDC in CWIP to $1,074,620 (MECO T-13,
Attachment 3, attached hereto) to reflect the 2006 recorded balances, estimated 2006
post year end adjustments, and updated 2007 amounts for AFUDC and property
closed to plant in service. In updating its estimates, the Company eliminated the
$1,074,620 ADIT on AFUDC in CWIP consistent with the direct testimony but did
not eliminate the ADIT on TCI related to CWIP. Contrary to the direct testimony,
MECQO included the full amount of TCI, $3,752,558 in ADIT (MECO T-13,
Attachment 3, attached hereto and MECO’s response to CA-IR-182, pages 10-12).
An attendant adjustment was also made to exclude the Regulatory Asset for AFUDC
Equity Tax Gross Up related to AFUDC in CWIP (see June 2007 Update, MECO
T-13, Attachment 1, page 14, which is the updated MECO-1306 page 2). This
exclusion decreased the 2007 average Unamortized Net FAS 109 Regulatory Asset
by $1,207,000 (the average of $1,352,000 and $1,062,000} and decreased average
ADIT by its tax effect of $469,579 (MECO T-13, Attachment 3, attached hereto).

In its response 10 CA-IR-377, the Company stated, “MECO has changed its position
with respect to the deferred taxes related to AFUDC in CWIP and TCI in light of the
settlement position in HECO Docket No. 2006-0386. In that case, HECO agreed to
include in rate base all the deferred taxes associated with AFUDC and to similarly
include all the deferred taxes associated with TCI”. As a result, the Consumer
Advocate proposed to restore the ADIT balances related to 1} AFUDC in CWIP, 2)
the Regulatory Asset for AFUDC Equity Tax Gross Up related to AFUDC in CWIP,
and 3) TCI (see CA T-3, pages 63 and 64), but inadvertently did not propose to add
back the adjustment to the Regulatory Asset itself for the AFUDC Equity Tax Gross
Up related to AFUDC in CWIP.

As a result of settlement discussions the Parties agreed to restore the average ADIT
balances totaling $1,544,199 (the previously mentioned $1,074,620 and $469,579) as
proposed by the Consumer Advocate (see CA-101, Schedule B-4, lines 1-12). The
$1,544,199 is comprised of $1,416,803 for the Maui Division, $58,679 for the Lanai
Division and $68,717 for the Molokai Division (allocated based on relative plant
balances at 12/31/06 as shown in MECO’s response to CA-IR-380, page 3). In
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addition, the Parties agree to add back the average test year adjustment to the
Regulatory Asset for AFUDC Equity Tax Gross Up related to AFUDC in CWIP in
the consolidated amount of $1,207,000 (i.e., ($1,352,000 + $1,062,000) = 2) , which
is comprised of $1,080,000 for the Maui Division, $57,000 for the Lanai Division and
$70,000 for the Molokai Division (see June 2007 Update, MECQO T-13, Attachment

1, pages 13 and 14) (see also the discussion under Unamortized Net SFAS 109
Regulatory Asset).

ADIT related to emission fees
Emission fees are accrued monthly for book purposes but are not deducted for tax

purposes until paid to the State DOH by May 1* (extended due date) of the following
year. This creates a temporary difference between the amount accrued in the current
year (increases taxable income in current year) and the amount paid in the following

year (decreases taxable income in the year fees are paid).

[n the Company’s direct testimony, MECQ’s consolidated average ADIT estimate
related to emission fees was $167,080 (MECO T-13, Attachment 3, attached hereto).
The amount was subsequently revised in the June 2007 Update for MECO T-13, to
-$293,431 to include actual 2006 recorded balances, estimated 2006 post year end
adjustments, and updated 2007 amounts for certain revised test year estimates of
revenue and expenses. As updated, the Company’s estimated ADIT balances at
December 31, 2007 with respect to emission fees included $331,476 for federal taxes
and $60,612 for state taxes (MECOQ T-13, Attachment 3, attached hereto). In its
response to CA-IR-379, MECO indicated that the ADIT balances associated with the
estimated emission fees at December 31, 2007 were incorrect. The federal and state
balances should have been $127,351 and $23,286, respectively.

As aresult, the Consumer Advocate proposed to adjust the ADIT balances related to
emission fees by a consolidated $120,727 (see CA-101, Schedule B4, lines 13-21) to
reflect the corrected December 31, 2007 estimated balances. The $120,727
consolidated average test year adjustment is comprised of $110,767 for the Maui
Division, $4,588 for the Lanai Division and $5,372 for the Molokai Division
(allocated based on relative piant balances at 12/31/06 as shown in MECO’s response
to CA-IR-380, page 3). MECO agrees with the Consumer Advocate’s proposed
adjustment, and the resulting consolidated test year ADIT estimate of $172,704
($293,431-$120,727).

. ADIT on IRP/DSM program costs
For book purposes, IRP/DSM program costs are deferred when incurred and

expensed when Lhe related revenues are collected. For tax purposes, DSM program
costs are deducted when incurred. This creates a book/tax temporary difference.

In the Company’s direct testimony, the Company’s consolidated estimate of average
ADIT on IRP/DSM program costs was $331,930 (MECO T-13, Attachment 3
attached hereto). The amount was subsequently revised in the June 2007 Update for
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MECO T-13 to $441,482, based on MECQO’s proposal to exclude the ADIT on
integrated resource planning costs from the test year (MECO T-13, Attachment 3,
attached hereto and June 2007 Update, MECO T-13, page 2). As stated in MECO’s
response to CA-IR-182, page 8, “Over- and under-recovered balances of deferred
DSM and IRP costs are not included in rate base, so the related deferred tax balances
should also be excluded from rate base. This is consistent with HELCO’s treatment
of its DSM and IRP deferred taxes in Docket No. 05-0315.”

In its written testimony, the Consumer Advocate disagreed with MECO, and
proposed to include average ADIT on IRP/DSM program costs of $441,572 (see CA-
§01, Schedule B-4, lines 22-29, Note that the Consumer Advocate’s estimate differs
slightly from MECO's estimate because the Consumer Advocate used $68,429
instead of $68,249 as the IRP/DSM State Deferred Taxes balance at 12/31/2007.).

On pages 66 and 67 of CA-T-3, the Consumer Advocate stated: “To fully account for
the economic impact of IRP/DSM program spending and cost recovery, given the
allowance of interest on gross pretax deferred costs, the deferred tax impacts must
also be treated as jurisdictional and included in rate base (because they are not
recognized when interest is accrued).”

For purposes of settlement, the Consumer Advocate accepts MECO’s
proposal to exclude from the test year ADIT the deferred taxes on integrated
resource planning costs. This is consistent with the Consumer Advocate’s
position in Docket No. 05-0315. (See Docket No. 05-0315, CA-T-1, page 73,
lines 7-13). Consideration should be given to allowing interest on only the net
post-tax deferred IRP/DSM costs prospectively within reconciliation
calculations that are performed, so as to recognize that ADIT balances
associated with this temporary difference are being retained for shareholders
as a result of rate base exclusion of such amounts.

Unamortized Net SFAS 109 Regulatory Asset
Regulatory Asset — AFUDC Equity Gross Up

As discussed more fully under the Accumulated Deferred Income Taxes-section of this
document with respect to the ADIT related to AFUDC and TCI, in the June 2007 Update
for MECO T-13, filed on August 24, 2007, the Company eliminated ADIT on AFUDC in
CWIP, but restored, to the full amount, the TCI in ADIT (MECQ T-13, Attachment 3,
attached hereto). An attendant adjustment was also made to exclude the Regulatory
Asset for AFUDC Equity Tax Gross Up related to AFUDC in CWIP (see June 2007
Update, MECO T-13, Attachment 1, page 14, which is the updated MECQO-1306 page 2).
This exclusion decreased 2007 average Unamortized Net FAS 109 Regulatory Asset by
$1,207,000 (the average of $1,352,000 and $1,062,000) and decreased average ADIT by
its tax effect of $469,579 (MECO T-13, Attachment 3, attached hereto).

In MECO’s response to CA-IR-377, the Company stated, “MECO has changed its
position with respect to the deferred taxes related to AFUDC in CWIP and TCI in light of
the settlement position in HECO Docket No. 2006-0386. In that case, HECO agreed to
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include in rate base all the deferred taxes associated with AFUDC and to similarly
include all the deferred taxes associated with TCI”. As a result, the Consumer Advocate
proposed to restore the ADIT balances related to 1) AFUDC in CWIP, 2) the Regulatory
Asset for AFUDC Equity Tax Gross Up related to AFUDC in CWIP, and 3) TCI (see
CA T-3, pages 63 and 64), but inadvertently did not propose to add back the adjustment
to the Regulatory Asset itself for the AFUDC Equity Tax Gross Up related to AFUDC in
CWIP.

As discussed in the “ADIT related to AFUDC and TCY" section above, the Parties agree
for settlement purposes to restore the average ADIT balances totaling $1,544,199 as
proposed by the Consumer Advocate (see CA-101, Schedule B-4, lines 1-12). In
addition, the Parties agree to add back the average test year adjustment to the Regulatory
Asset for AFUDC Equity Tax Gross Up related to AFUDC in CWIP in the consolidated
amount of $1,207,000, which is comprised of $1,080,000 for the Maui Division, $57,000
for the Lanai Division and $70,000 for the Molokai Division (see June 2007 Update,
MECO T-13, Attachment 1, pages 13 and 14).

Working Cash
Working cash represents the net cash needed to recognize that electric service is provided

before customers pay for such services. Working cash is comprised of the net of the
revenue collection lag and the payment lag and is calculated by multiplying the net
collection lag days by the average daily expenditure for each category of payment lag and
then summing the product of each category. (See MECO T-15, pages 16-19.)

In its direct testimony, MECOQ included six categories of payment lag: fuel purchases,
O&M labor, purchased power, O&M non-labor, revenue taxes and income taxes. The
test year estimate of working cash at present and proposed rates was $7,343,000 and
$7,136,000 for Maui Division (MECO-1507), $338,000 and $332,000 for the Lanai
Division ((MECO-1513), and $295,000 and $287,000 for the Molokai Division (MECO-
1519). The consolidated test year estimate of working cash for MECO was $7,976,000 at
present rates and $7,755,000 at proposed rates (MECO-WP-2001, page 2).

These amounts were subsequently updated in the June 2007 Update (MECO T-15), to
reflect the updated test year expense amounts presented by other witnesses in their June
2007 Updates and responses to information requests. The Company also proposed
adjustments to the working cash calculation as a result of its proposed pension and OPEB
tracking mechanisms. The pension tracking mechanism proposed in the Company’s June
2007 Update (MECO T-9) required MECO to make contributions to the pension plan
equal to the net periodic pension cost. Therefore, the Company proposed a payment lag
of 14 days for pension expense based on the anticipated monthly payments that would be
made upon implementation of the pension tracking mechanism. However, the Company
stated that if the pension tracking mechanism is not implemented, the payment lag for
pension expense would be zero, as previously submitted in direct testimony. The pension
tracking mechanism also proposed amortization of the pension asset in rate base over a
five year period. Therefore, the Company proposed inclusion of the pension amortization
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expense as a separate component of working cash with a revenue collection lag of 36
days consistent with afl other working cash items and a payment lag of zero.

The proposed OPEB tracking mechanism required MECO to make contributions to the
OPEB plan equal to the net periodic benefit cost. The Company proposed a payment lag
of 84 days for OPEB expense based on the anticipated quarterly payments that would be
made to the OPEB trust accounts. However, the Company stated that if the OPEB
tracking mechanism is not implemented, the payment lag for OPEB expense would be
zero as previously submitted in direct testimony. (See June 2007 Update, MECO T-15,
pages 2-4.)

In its written testimony, the Consumer Advocate maintained that absent a link between
pension accruals and recurring fund contributions, the pension accrual is nothing more
than another non-cash expense. The Consumer Advocate recommended removal of this
itemn from the lead lag study, absent plans or a study that specifically analyzes pension
cash flows. With respect to OPEB accruals, the Consumer Advocate stated that Decision
and Order No. 13659 required MECO to fund its entire postretirement benefit costs to the
maximum extent possible and that MECO had made recurring annual contributions to
external funds since the issuance of Decision and Order No. 13659. As a result, the
Consumer Advocate recommended rejection of a proposal to link the value of the OPEB
payment lag to whether the Commission adopts the OPEB tracking mechanism but
recognized in its working cash calculation an 84-day payment lag for OPEB. (See CA-T-
I, pages 112-113.)

Based on the settlement reached with regard to the exclusion of the “Pension Asset™ from
the test year revenue requirement and the implementation of a “Pension Tracking
Mechanism” as discussed in paragraphs 22-23 above, the Company agrees to exclude the
pension expense and pension asset amortization from the working cash calculation and to
utilize an 84-day payment lag for OPEB in the calculation of the O&M non-labor
payment lag.

The revised O&M non-labor payment lag days estimate, as a result of incorporating the
above discussed items, is 37 days (see MECO T-15, Attachment 1, attached hereto). This
payment lag was calculated on a consolidated basis and is applied to each division. This
methodology is consistent with MECO’s presentation in direct testimony (MECQO T-15),
in the June 2007 Update for MECO T-15, and other MECO rate cases. Other differences
in the working cash resulted from differences in the related expense items. For purposes
of settlement, the Parties agree to an O&M non-labor payment lag of 37 days and to the
following test year working cash arnounts at present and proposed rates.

Working Cash
Settlement Test Year Estimates (000s)
At Present Rates At Proposed Rates
Maui Division $6,921 $6,802
Lanai Division $319 $297
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Molokai Division $273 $259
Total Company $7,513 $7,358

Reference: Statement of Probable Entitlement, page 3 of Exhibit 1, 2, 3 and 4.

COST OF CAPITAL

Capitaljzation
MECO proposed the following capitalization amounts and weights in direct testimony

(MECO-1701; see also MECO T-17, Attachment 1, attached hereto):

Amounts ($000) Weights (%)
Short-term debt 4,750 1.27
Long-term debt 150,585 40.15
Hybrid securities 9,192 2.45
Preferred stock 4,693 1.25

Common stock 205 882 54.89

The Consumer Advocate agreed to utilize the capital structure proposed by MECO. (See
CA-T-4, page 3.)

Cost of Capital. There were no differences between MECO and the Consumer Advocate
with respect to the cost rates for short-term debt, long-term debt, hybrid securities and
preferred stock. (See MECO-1701 and CA-413.) The weighted earnings requirement
for short-term debt, long-term debt, hybrid securities and preferred stock is the same for
MECO and the Consumer Advocate. (See MECO-1701, CA-T-4, page 3 and CA-413.)
The Parties agree to the capital structure as discussed above, therefore there are no
differences related to the weighted earnings requirements for short-term debt, long-term
debt, hybrid securities and preferred stock.

Return on Common Equity and Composite Cost of Capital
In MECO’s 2007 test year rate case direct testimony, MECO recommended a rate of

return on common equity of 11.25% in direct testimony.a (See MECO T-17, page 52.)
This resulted tn an overall cost of capital of 8.98%. (See MECO-1701.) The Consumer
Advocate proposed that the cost of common equity for MECO is within a broad range of

® In the sertlement negotiations, the Company also provided supplemental information regarding its credit ratings.
See MECO's response 1o CA-IR-5, revised September 13, 2007 pages 8 to 11 for a copy of the Standard and
Poor’s article that discusses MECO's downgrade. See Docket No. 2006-0386, HECO 2007 Test Year Rate Case,
August 2007 Supplement (September 6, 2007), HECO T-19, Artachment 4, for a copy of the Moody's article
dated December 21, 2006.
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9.00% to 11.00%, but proposed to use the middle portion of this range and thus
recommended a range of 9.50% to 10.50% for the rate of return on common equity. (See
CA-T-4, pages 4-5.) This resulted in an overall cost of capital in the range of 8.02% to
8.57% (8.29% mid-point which incorporates a cost of common equity of 10.00%). (See
CA-T-4, page 5.) The Consumer Advocate's specific cost of capital recommendation for
MECO was 8.29%. (See CA-T-4, page 5.)

For the purpose of reaching a global settlement in this rate case, MECO and the
Consumer Advocate agree on a rate of return on common equity of 10.7% for the test
year. This results in a composite cost of capital of 8.67%. (See MECO T-17,
Attachment 1, attached hereto. The 10.7% return on commen equity is the same as that
found reasonable by the Commission for purposes of interim rate relief in Docket No. 04-
0113, HECQO's 2005 test year rate case. (See Interim Decision and Order No. 22050 filed
September 27, 2005, page 6 to 7.) In addition, in Docket No. 04-0113, Amended
Proposed Decision and Order No. 23768 included a statement the Commission found the
10.7% cost of common equity to be reasonable (at 75). (The Commission also accepted a
10.7% return on common equity for purposes of interim rate relief in HECO’s 2007 test
year rate case, Docket No. 2006-0386 (see Interim Decision and Order No. 23749 filed
October 22, 2007, page 9) and HELCO’s 2006 test year rate case, Docket No. 05-0315
(see Interim Decision and Order No. 23342 filed April 4, 2007).

COST OF SERVICE/RATE INCREASE ALLOCATION/RATE DESIGN
MECO and the Consumer Advocate are addressing cost of service/rate design issues
separately and intend to make a later submission covering these subjects which do not
affect the revenue requirements.
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Rate Forecast
Schadule MWh Base FCS FOA Total
R 430,167 $61,9385 (347.8) $60,025.5 $121,916.2
G 96,193 §$16,402.7 ($12.6) $13,4228 $29,8129
J 268,193  $37.633.5 ($28.9) $37.4236 $75,028.2
H 21,075 $2971.1 (32.3) $2,940.8 $5,909.6
P 391,961 $44,325.6 {$34.1) $54,694.2 $98,985.7
F 5,340 $676.6 {$0.5) $7451 $1.421.2
Total 1,212,929 $163,948.0 ($126.2) $169,252.0 $333,0738

Lanai Division ($000)

Rate Forecast
Schedule MWh Base FCS FOA Total
R 8,182.7 $1,593.14 $0.0 $1.138.5 $2,7316
G 1,949 $454.0 $0.0 $271.2 $7252
J 6,215 $1,389.2 $0.0 $864.6 $2,253.8
H 545 $104.7 $0.0 $758 $180.5
P 12,773.9 $2,361.5 $0.0 $1,777.2 $4,138.7
F 113.7 $21.1 $0.0 $15.8 3369
Total 29,7793 $59236 30.0 $4,143.1 $10,066.7

Molokai Division ($000)

Rale Farecast
Schedule MWh Base FCS FOA Total
R 13,077.0 $2,493.9 %$0.0 $2,062.8 $4.556.7
G 3,954 $1,080.0 $0.0 $623.7 $1,703.7
J 8,025 $1,565.9 $0.0 $1,265.9 $2,831.8
H 1,994 $328.8 $0.0 $3146 $643.4
P 9.019.4 $1.312.2 $0.0 $1,422.7 $2,734.9
F 478.5 3854 $0.0 $75.5 $160.9
Total 36,548.1 $6,866.2 $0.0 $5,765.2 $12631.4

MECO Consolidated ($000)

Rate Forecast
Schedula MWh Base FCS FOA Total
R 451,427 $66,025.5 -347.8 $63,226.8 $129,204.5
G 102,096 $17,936.7 -$12.6 $14,317.7 $32.241.8
J 282,433 $40,588.6 -$28.9 $39,554 .1 $80,113.8
H 23614 $3.4046 -$2.3 $3,331.2 $6,7335
P 413,754 $47,999.3 -$34.1 $57.894.1 $105,858.3
F 5932 $783.1 -50.5 $836.4 $1618.0

1,279,256

$176,737.8

($126.2)

$179.160.3

$355,771.9
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2006 Actual

2007 Forecast
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Number of Perlods

Five-Year Average

MECOQ Test Year Forecast
AdJustment Based on 5-Year Average

CA Adjustment {Exhibits CA-101 to CA-104, Schedule C-19)
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FINAL SETTLEMENT
MECO Maui Lanal Molokai
Consolldated Division Division Division
31,743,644 $1,586,781 i _5_3_6.}1__8 ) 31_2_(_).' 145
1,647,832 1388997  SHEIEOTISIIBRAAIe7 055
1,174,109 927,875 76,472 169,762
1,257,482 1,130,266 24,085 103,131
2,071,455 1,847,740 46,315 177,400
$7.894,522 $6,881,659 $275,371 $737,493
5 5 5 5
$1,578,904 $1,376,332 $55,074 $147.489
(2,071,455) (1,847,740) {46,315) {177.400)
($492,551) {$471,408) $8,759 {$29,901)
($570,440) ($545,780} $2,642 {$27,302)
$77,889 $74,372 $6.117 {$2,589)
(492,551) (471,408) B,759 (29.901)

Note that MECO alsc proposed an additional $100,000 reduction to the Consumer Advocale's adjustment to outside services expenses lo
offset higher than budgeted annual production maintenance expenses in 2007 which resulted in a total proposed reduction of $177 889.
The Consumer Advocate only agreed to a consolldated adjustment of $77,889 to reflact the five-year average.

Scurces: CA-IR-114, CA-IR-135 (revised 9/11/07) & CA-IR-338.
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. FINAL SETTLEMENT
Maul Electric Company, Limited
Dockat No. 2006-0387
Divislan Allocation of Outside Services Adjustmont

MECO Maul Lanat Molokal
Outside Services Consoclidated Dlvision Division Dlvislen
TRANSMISSION OPERATIONS $160,000 160,000 )
TRANSMISSION MAINTENANCE $487,732 484,732 3,000
DISTRIBUTION OPERATIONS $316,940 293,225 17,715 6,000
DISTRIBUTION MAINTENANCE $1,106,783 509,783 28,600 168,400
2007 Farecast 2,071,455 1,847,730 40,315 177,400
Total
TRANSMISSION QPERATIONS 8.66% 8.66% 0.00% 0.00%
TRANSMISSION MAINTENANCE 27.92% 26.23% 0.00% 1.69%
DISTRIBUTION OPERATIONS 57.50% 15.87% 38.25% 3.38%
DISTRIBUTION MAINTENANCE 205.92% 49.24% 61.75% 94.93%
2007 Forecast 300.00% 100.00% 100.00% T00.00%
Total Nonlabor Reductlon: 1$492,551) {471,408) 8,759 (29,901)

Allocation by Account Block
TRANSMISSION OPERATIONS ($40,820) (40,820) 50 %0
TRANSMISSION MAINTENANCE ($124,174) {123,668) %0 (3506}
DISTRIBUTION OPERATIONS (§72,471) (74,810) $3,350 (81.011)
DISTRIBUTION MAINTENANCE $255,086 232,110 $5,409 5528.384}
2007 ADJUST O FORECAS 92 55 471,408 A 9,
CA Adjustment (Exhibits CA-101 to CA-104, Schedule C-19) {8570,440) ($545,780) §2,642 ($27,302)
Differance Between 5-Year Average and CA Adjustment $1,062,990 $1,017,188 {§11,401) $57.203

Note that MECQ also proposed an additional $100.000 reduction to the Consumer Advocate's adjustment to oulside services expenses to
offset higher than budgeted annual production maintenance expenses in 2007 which resulted in a total proposed reduction of $177,889.

Sources: CA-IR-114, CA-IR-135 (revised 8/11/07) & CA-IR-338,
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MAUI ELECTRIC COMPANY
DOCKET NOQ. 2006-0387
INCREMENTAL IRP EXPENSES IN BASE RATES
FOR THE FORECAST 2007 TEST YEAR
CONSOLIDATED
LINE
NO. DESCRIPTION REFERENCE AMOUNT
(A) (B) )
1 Actual Non-labor Incremental IRP Expenses Incuned by MECO:
2 Actual 2005 Amount (Total amount Iess Labor and Labor Overhead) MECO-WP-812,p1  § 590,813
3 Actual 2006 Amount (Total amount less Labor and Labor Overhead) CA-IR-411, ALL.C, p.2 604,191
4 Actual 2007 Year-lo-date August {Total amount less Labor and Labor Overhead) CA-IR-411, At.C, p.2 108,585
5 Actual 2007 Year-1o-date August + Remaining Months CA-IR-362 401,082
updated 9/27/07
6 Revised Three-year Average Non-labor IRP spending Average Lines 2, 3,5 § 532,029
7 Less: Non-labor IRP Expense Proposed by MECO . MECO-WP-812, p.2° 695,844
68 ADJUSTMENT TO REVISE MECO IRF Line 6 - Line 7 $ (163,815)

8 NORMALIZATION ADJUSTMENT

. : Rounded l

3 (se000)
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MALUH ELECTRIC COMPANY
DOCKET NO. 2006-0387
INCREMENTAL IRP EXPENSES IN BASE RATES
FOR THE FORECAST 2007 TEST YEAR
MAUI DIVISION
LINE
NQ. DESCRIPTION REFERENCE AMOUNT
(A} (B) (<

t  Actual Non-labor Incramental IRP Expenses [ncurrad by MECO:

2 Actual 2005 Amount (Total amount less Labor and Labor Overhead) MECO-WP-812,p.1 § 580,813

3 Actual 2006 Amount (Total amount less Labor and Labor Overhead) CA-IR411, AHL.C, p.2 604,191

4 Actual 2007 Year-to-dale August (Total amount tess Labor and Labor Overhead) CA-|R-411, At.C, p.2 198,585

5 Actual 2007 Year-to-date August + Remalning Months CA-iR-362 401,082

updated 8/27/07
6  Ravised Three-year Average Non-labor IRP spending Average Lines 2, 3,5 § 532,028
7  Less: Non-labor IRP Expensa Proposed by MECO MECO-WP-812, p.2 695,844

ADJUSTMENT TO REVISE MECO IRP
9 NORMALIZATION ADJUSTMENT

Line § - Line 7 $ !163.315!

Rounded l
$ 164,000)
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Account No, 920 - Administrative and General Salaries Expenses - Allocation by Division

Final Settlement

5000
MECO
Maui Lanai Molokai  Consolidated
June 2007 Update 2,140.0 - 1.5 2,151.5
C-9 Payroll Expense Adjustment (1.9) (1.9)
C-20 Ho'omaika'l Awards Adjustment * 22.7) (0.6) (1.2) (24.5)
Final Settlement 2,1154 (0.6) 10.3 2,125.1

* Note: The Final Settlement amount for Account No. 920 for Lanai Division shown above is -$0.6. The negative
amount for Lanai Division resulted from the Consumer Advocate's adjustment, in Exhibit CA-101, Schedule C-20,
which allocated the adjustment to Ho'omaika'i award costs to the Maui, Lanai and Molokai divisions using the

allocation percentages provided in the Company's response to CA-IR-373.
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PENSION TRACKING MECHANISM

Purpose: The proposed pension tracking mechanism is designed to achieve the following
objectives:

A.

Ensure that the pension costs recovered through rates are based on the FAS87 NPPC, as
reported for financial reporting purposes;

Ensure that all amounts contributed to the pension trust funds (subject to the exceptions in
Item 3 below) are in an amount equal to actual NPPC (after the pension asset is reduced to
zero as provided in Item 2 below) and are recoverable through rates; and

Clarify the future treatment of any charges that would otherwise be recorded to equity (e.g.,
increases/decreases to other comprehensive income) as required by FAS87, FAS158 or any
other FASB statement or procedure relative to the recognition of pension costs and/or
liabilities.

Procedure:

1.

The amount of FAS87 NPPC included in rates shall be equal to the amount recognized for
financial reporting purposes.

Until the pension asset is reduced to zero, the Company would be required to fund the
minimum required level under the law. Thereafter, except when limited by the ERISA
minimum contributions requiremnents or the maximum contribution imposed by the IRC, or
the contribution exceeds the NPPC for a reason provided in Itern 3, the annual contribution to
the pension trust fund will be equal to the amount of FAS87 NPPC.

The utility will be allowed to recover through rates the amount of any contributions to the
pension trust in excess of the FAS87 NPPC that were made for the following reasons':

¢ the minimum required contribution is greater than the FAS 87 NPPC,

« the increased contribution was made to avoid a significant increase in Pension
Benefit Guaranty Corporation (PBGC) variable premiums,

* the increased contribution was made to avoid a charge to other comprehensive
income, or

The Company or the Consumer Advocate (jointly, the "Parties™) may initiate discussions with the Parties and
the Hawaii Public Utilities Commission 10 modify these provisions between rate cases (with Commission
approval) if there are future changes in accounting standards, federal tax law or federal tax regulations that
materially impact the costs otherwise recoverable through this tracking mechanism.
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the increased contribution was made to aveid: (i) higher minimum
contribution requirements under the Pension Protection Act,? or (if) other
adverse funding requirements under federal pension regulations (provided
funding does not exceed 100% of the PBO as a result). The recoverability of
any discretionary contributions (as described under this bullet item) shall be
subject to review in the Company’s next rate case.

Any such “excess” contributions shall be recorded in a separate regulatory asset account,
which will be included in rate base.

4. A regulatory asset (or liability) will be established on the Company’s books to track the
difference between the level of actual FAS87 NPPC during the rate effective period and the
level of FAS87 NPPC included in rates during that same period.

The amortization of any unamortized cumulative net ratepayer benefit at the
end of the test year in the next MECO rate case shall be determined in that
rate case proceeding.

If the actual FAS87-determined NPPC recorded during a given rate-effective
period is greater than the FAS87 NPPC included in rates dunng the
immediately preceding rate case, the Company will establish a separate
regulatory asset account to accumulate such difference, but only to the extent
that such amount is not used to reduce a regulatory liability recorded pursuant
to Item 5. '

If the actual FAS87-determined NPPC recorded during the rate-effective
period, adjusted for any amount of such expense used to reduce a regulatory
liability maintained pursuant to Item 5, is less than the expense built into rates,
the Company will establish a separate regulatory liability account to
accumulate such difference. ‘

If the actual FAS87 NPPC becomes negative, the regulatory liability will be
increased by the difference between the level of FAS87 NPPC included in
rates for that period and “zero” (i.e., $0)..

Since this is considered to be a cash itern under the tracking mechanism, the
regulatory asset or liability will be included in rate base and amortized over a
five (5) year period at the time of the next following rate case.

? Transitional relief applies under the Pension Protection Act if the plan's target liability funded level meets the
prescribed phase-in percentages for 2008 through 20! 1. The Parties recognize that such transitional relief or related
requirements may be subject to change or revision in future years.




EXHIBIT |
Page 60 of 91

MECO T-9
ATTACHMENT 2
PAGE3 OF 5

FINAL SETTLEMENT

5. If the FASZ7 NPPC becomes negative, the Company will set up a regulatory liability to
offset the prepaid pension asset created by the negative amount. This regulatory liability
wilil increase by the amount of any negative NPPC, or decrease by the amount of positive

NPPC,

in each subsequent year. Positive NPPC in each subsequent year will be used to

reduce the regulatory liability before being used to establish a regulatory asset pursuant to

Item 4.

If NPPC is negative at the time of the next rate case, the amount included in
rates will be “zero” (i.e., $0).

If NPPC is positive at the time of the next rate case, the positive expense will
not be included in rates and the Company will not be required to make
contributions to the trust until any regulatory liability created under this Item 5
has been reduced to “zero” (i.e., $0).

Since this regulatory liability is considered to be a non-cash item under the
tracking mechanism, it is not subjected to amortization and should not be
recognized in determining rate base in future years.

6. The objective of this tracking mechanism is that, over time, the Company will recover
through rates FAS87-based NPPC, including the amortization of unrecognized amounts as
set forth above.

The Company will establish a separate regulatory asset/liability account to
offset any charge, or credit, that would otherwise be recorded against equity
(e.g., decreases to other comprehensive income) caused by applying the
provisions of FASR87, FAS158 or any other FASB statement or procedure that
requires accounting adjustments due to the funded status or other attributes of
the Company’s pension plan.

This regulatory asset/liability will not be amortized into rates or included in
rate base, because any such charges are expected to be recovered in rates
through the valuation of FAS87 NPPC in future accounting periods, which
will be subject to the true-up process described herein. In other words, this
regulatory asset/liability will automatically be reversed through the mechanics
of FASR7 and, pursuant to other provisions of this proposal, all FAS87-
determined NPPC will over time ultimately be recovered from ratepayers.

The regulatory asset/liability will increase or decrease each year by the same
amount that the equity charge increases or decreases.




EXHIBIT 1
Page 61 of 91

MECO T-9
ATTACHMENT 2
PAGE 4 OF 5

FINAL SETTLEMENT

7. Recognizing that rate cases do not typically occur on a five-year cycle, the Company will
continue to record any amortizations allowed herein throughout the effective term that the
approved rates remain in effect, regardless of whether the term is longer or shorter than five
years.

» The Company will be required to establish a separate regulatory asset or
liability to accumulate any excess negative amortization or positive
amortization (separate from the pension asset existing at the adoption of
the tracking mechanism), which shall be included in rate base and
amortized over a five year period in the next following rate case.

8. Any prepaid pension asset or accrued liability recorded pursuant to the terms and conditions
of FAS87 (as opposed to regulatory assets arising from the provisions of this proposed
tracking mechanism) will not be included in Rate Base in any future rate case, except for the
cumulative net ratepayer benefits previously identified is allowed by the Commission. The
regulatory assets/liabilities discussed herein specifically identify all rate base includable
amounts for pension differences.

Comments & Clarifications
Proposed Pension Tracking Mechanism

1. The proposed tracking mechanism refers to “NPPC” in explaining how the mechanism
operates, which is intended to represent actuartally determined total FAS87 net periodic
costs.

2. “NPPC” intentionally encompasses total actuarially determined amounts without regard
to any expense allocation or capitalization accounting the Company may recognize on its
books and records.

3. Unless limited by IRC maximum contributions or ERISA minimum contributions, the
proposed tracking mechanism requires the Company to make annual fund contributions
in an amount equal to the total FAS87 net periodic costs determined for each calendar
year.

4. The proposed tracking mechanism requires the Company to establish a regulatory asset or
liability for the difference between the total FAS87 net periodic costs determined for a
given year and the amount of such costs included in then-existing utility rates.

5. The provisions of FAS87 may require a Company to record a prepaid pension asset in the
normal course of business, without regard to any regulatory agreements or orders
adopting a tracking mechanism:
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a. The proposed tracking mechanism would exclude from rate base for ratemaking
purposes any future prepaid pension asset resulting from an actuarial study that
resulted in “negative” net periodic costs.

b. The proposed tracking mechanism would exclude, or not recognize, any
“negative” net periodic costs for ratemaking purposes, instead setting the amount
equal to “zero” (i.e., $0).

6. If the utility is allocated a portion of the FAS87 net periodic costs from an affiliated
entity in the normal course of business and the tracking mechanism is approved by the
Commission, when the Company is required to fund the NPPC, the Company would be
required to commit to funding 100% of the FAS87 net penodic costs for both MECO and
the affiliate or to maintain segregated pension trust fund accounting for each entity in
order to avoid any funding conflicts or issues that might arise in the future.

7. Any commitment by MECO to fund 100% of its FAS87 net periodic costs (when
required under item 2 or as limited under item 3) will not be contingent on implementing
a substantially similar tracking mechanism for each MECO affiliate.
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PROPOSED OPEB TRACKING MECHANISM

Purpose: The proposed OPEB tracking mechanism is designed to achieve the following
objectives:

A.

Ensure that the OPEB costs recovered through rates are based on the FAS106 NPBC, as
reported for financial reporting purposes;

Ensure that all amounts contributed to the OPEB trust funds (subject to the exception in Item
3 below) are in an amount equal to actual NPBC and are recoverable through rates; and

Clarify the future treatment of any charges that would otherwise be recorded to equity (e.g.,
increases/decreases to other comprehensive income) as required by FAS106, FAS 158 or any
other FASB statement or procedure relative to the recognition of OPEB costs and/or
liabilities.

Procedure:

1.

The amount of FAS106 NPBC included in rates shall be equal to the amount recognized for
financial reporting purposes.

Except when limited by material, adverse consequences imposed by federal regulations, the
annual contribution to the OPEB trust funds will be equal to the amount of FAS106 NPBC.
The utility will use tax advantaged funding vehicles, whenever possible, as specified in D&O
13659, dated November 29, 1994, in Docket Nos. 7243 and 7233 (Consolidated).

The utility will be allowed to recover through rates the amount of any contributions to the
OPER trusts in excess of the FAS106 NPBC that were made for the following reason':

» the increased contribution was made to avoid a charge to other comprehensive
income.

Any such “excess” contributions shall be recorded in a separate regulatory asset account,
which will be included in rate base.

A regulatory asset (or liability) will be established on the Company’s books to track the
difference between the level of actual FAS106 NPBC during the rate effective period and the
level of FAS106 NPBC included in rates during that same period.

+ If the actual FAS106-determined NPBC recorded duning a given rate-effective

The Company or the Consumer Advocate (jointly, the “Parties™) may initiate discussions with the Parties and
the Hawaii Public Utilities Commission to modify these provisions between rate cases (with Commission
approval) if there are future changes in accounting standards, federal tax law or federal tax regulations that
materiaily impact the costs otherwise recoverable through this tracking mechanism.
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period is greater than the FAS106 NPBC included in rates during the immediately
preceding rate case, the Company will establish a separate regulatory asset account
to accumulate such difference, but only to the extent that such amount is not used
to reduce a regulatory liability recorded pursuant to Item 5.

+ If the actual FAS106-determined NPBC recorded during the rate-effective period,
adjusted for any amount of such expense used to reduce a regulatory liability
maintained pursuant to Item 5, is less than the expense built into rates, the

Company will establish a separate regulatory liability account to accumulate such
difference.

+ If the actual FAS106 NPBC becomes negative, the regulatory liability will be
increased by the difference between the level of FAS106 NPBC included in rates
for that period and “zero” (i.e., $0).

* Since this is considered to be a cash item under the tracking mechanism, the
regulatory asset or liability will be included in rate base and amortized over a five
(5) year period at the time of the next following rate case.

. 5. If the FAS106 NPBC becomes negative, the Company will set up a regulatory liability to
offset the OPEB asset created by the negative amount. This regulatory liability will increase
by the amount of any negative NPBC, or decrease by the amount of positive NPBC, in each
subsequent year. Positive NPBC in each subsequent year will be used to reduce the
regulatory liability before being used to establish a regulatory asset pursuant to Item 4.

» If NPBC is negative at the time of the next rate case, the amount included in rates
will be “zero” (i.e., $0).

« If NPBC is positive at the time of the next rate case, the positive expense will not
be included in rates and the Company will not be required to make contributions to

the trust until any regulatory liability created under this Item 5 has been reduced to
“zero” (i.e., $0).

» Since this regulatory liability is considered to be a non-cash item under the tracking
mechanism, it is not subjected to amortization and should not be recognized in
determining rate base in future years.

6. The objective of this tracking mechanism is that, over time, the Company will recover
through rates FAS106-based NPBC, including the amortization of unrecognized amounts as
set forth above,

* The Company will establish a separate regulatory asset/liability account to offset
. any charge, or credit, that would otherwise be recorded against equity (e.g.,
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increases/decreases to other comprehensive income) caused by applying the
provisions of FAS106, FAS158 or any other FASB statement or procedure that
requires accounting adjustments due to the funded status or other attributes of the
Company’s OPEB plans.

« This regulatory asset/liability will not be amortized into rates or included in rate
base, because any such charges are expected to be recovered in rates through the
valuation of FAS106 NPBC in future accounting periods, which will be subject to
the true-up process described herein. [n other words, this regulatory asset/liability
will automatically be reversed through the mechanics of FAS106 and, pursuant to
other provisions of this proposal, all FAS106-determined NPBC will over time
ultimately be recovered from ratepayers.

* The regulatory asset/liability will increase or decrease each year by the same
amount that the equity charge increases or decreases.

7. Recogmzing that rate cases do not typically occur on a five-year cycle, the Company will
continue to record any amortizations allowed herein throughout the effective termn that the
approved rates remain in effect, regardless whether the term is longer or shorter than five
years.

+ If the rate effective period is less than five years, the Company will be allowed to
recover any unamortized and unrecovered amounts in the next following rate case
over a five year period and any unamortized balance shall be included in rate base.

« If the rate effective period is greater than five years, the Company will be required
to establish a separate regulatory asset or liability to accumulate any excess
amortization, which shall be included in rate base and amortized over a five year
period in the next following rate case.

8. Any OPEB asset or accrued liability recorded pursuant to the terms and conditions of
FAS106 (as opposed to regulatory assets arising from the provisions of this proposed
tracking mechamsm) will not be included in Rate Base in any future rate case. The
regulatory assets/liabilities discussed herein spectfically identify all rate base includable
amounts for OPEB differences.
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Comments & Clarifications
Regarding the Proposed OPEB Tracking Mechanism

1.

The proposed tracking mechanism refers to “NPBC” in explaining how the mechanism
operates, which is intended to represent actuarially determined total FAS106 net periodic
COSts.

“NPBC” intentionally encompasses total actuanally determined amounts without regard to
any expense allocation or capitalization accounting the Company may recognize on its books
and records.

Unless limited by adverse consequences under federal regulations, the proposed tracking
mechanism requires the Company to make annual fund contributions in an amount equal to
the total FAS106 net periodic costs determined for each calendar year.

The proposed tracking mechanism requires the Company to establish a regulatory asset or
liability for the difference between the total FAS106 net periodic costs determined for a
given year and the amount of such costs included in then-existing utility rates.

The provisions of FAS106 may require a company to record an OPEB asset in the normal
course of business, without regard to any regulatory agreements or orders adopting a tracking
mechanism:

a. The proposed tracking mechanism would exclude from rate base for ratemaking
purposes any future OPEB asset resulting from an actuarial study that resulted in

“negative” net periodic costs.

b. The proposed tracking mechanism would exclude, or not recognize, any “negative”
net periodic costs for ratemaking purposes, instead setting the amount equal to
“zero” (i.e., 30).

If the utility is allocated a portion of the FAS106 net periodic costs from an affiliated entity
in the normal course of business and the tracking mechanism is approved by the
Commission, the Company would be required to commit to funding 100% of the FAS106 net
periodic costs for both MECO and the affiliate or to maintain segregated OPEB trust fund
accounting for each entity in order to avoid any funding conflicts or issues that might arise In
the future.

Any commitment by MECO to fund 100% of its FAS106 net pertodic costs (as limited under
item 3) will not be contingent on implementing a substantially similar tracking mechanism
for each MECOQ affiliate.
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MECO
Molokai Consolidated
249.8 6,111.4

(78.5)
(2.2) 1.7
(10.0) (241.9)

$000
Maui Lanaj
5,700.8 160.8
(78.5)
(48.1) (1.4)
(225.3) {6.6)
5,348.9 152.8

237.6 5,739.3
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PAYROLL EXPENSE - AVERAGE EMPLOYEES
LINE
NO. DESCRIPTION REFERENCE MAUI LANAI MOLOKAI TOTAL
(A) (8) € {B) (E) {F

1 Average Headcount Adjusiment;

2 Production O&M (a) $ (112,819) $ (42274) $ (1,018) $ (156,111)

3  Transmission & Distribution Q&M (b) (110,233) (1,058) (1,135)  {112,426)

4  Customer Accounts O&M (©) (68,671} - - (68,671)

5  Customer Service O8M (d) (33,272) - - (33,272)

6  Administrative & General O&M (e} (1,928) - - (1,928)

7  REVISED CONSUMER ADVOCATE AVERAGE $ (326922} §$ (43,332) § (2,153) § (372,407)

8  STAFFING ADJUSTMENT

Footnotes:

(a) Source: MECQO T-11 Attachment 3(A} p. 1.
(b) Source: MECO T-11 Attachment 3(B) p. 1.
(c) Source: MECO T-11 Atachment 3(C) p. 1.
{d) Source: MECO T-11 Attachment 3(D) p. 1.
(e) Source: MECO T-11 Attachment 3(E) p. 2.
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LABOR ADJUSTMENT - PRODUCTION O&M
Avarage Staffing Calculations Adjustmeni MECO Direct Labor
LINE Updated Actual Percentage Direct Labor 0aM
NO. RA Diviston 2007 TY 12/31/2006 Average Difference Difference Forecast Adjustment
(A) (8) () ) (E) (G) {H) n
i PRODUCTION Q&M
2 MAU|
3 MGA Adminlstrative . 12 12 12.0 - 0.0% $ 434120 % -
4 MGB Maintenance - Kahulul 11 10 10.5 (0.5) 4.5% 657,264 (29,876}
5 MGC Combinad Cycle Maint 3 3 3.0 - 0.0% 209,012 -
8 MGD Maintenanca - Maalasa 21 21 21.0 - 0.0% 4,497,959 -
7 MGE Electrical Maintanance 12 10 11.0 (1.0} -B.3% 864,598 (72,050)
8 MGK Operatlons - Kahulul 21 22 21.5 0.5 2.4% 1,533,148 36,504
9 MGM OQparations - Maalaea 30 29 295 {0.5) 1.7% 2,071,702 (34,528)
10 Total MAUI 110 107 108.5 (1.5) $ 7267812 _§ (99,950)
1 LANAI
12 MDL Lanal - Energy Dellvery 3 3 30 0.0% $ 450 § -
13 MGA  Administrative 12 12 12.0 - 0.0% 19,288 -
14 MGE Electrical Maintenance 12 10 11.0 (1.0) -8.3% 10,821 (902)
15 MGL  Lanal Production : 6 5 5.5 (0.5) -8.3% 438,606 {36,551)
16 Total LANAI 33 30 315 (1.5) § 505163 $ (37.452)
17 MOLOKA| :
18 MGA Administrative 12 12 12.0 - 0.0% $ 2036 § -
19 MGE Elactrical Maintenance 12 10 11.0 (1.0) -5.3% 10821 (902)
20 MGT  Molokai Producton 7 7 7.0 - 0.0% 458,061 -
2 Total MOLOKAI N 29 30.0 (1.0) $ 480158 § {302)
22 TOTAL MECO Production O&M 174 166 170.0 (4.0) i 8!252 173 $ s138l304!
(@ (a) ®)
23 ADJUSTMENT RECAP; Maui Lanai Motokai Total MECO
24 Total Production &AM Direct Labor Adjustment (000's} (99.950) $ (37,452) § (902) § (138,304)
25 Add: Indirect On-Costs (c) 12.9% 12.9% 12.9% 12.9%
26 Direct Labor Times On-Cost Percentage 12 868 4 822 116 17.806
27 Total Consumer Advocate Adjustment to Normallze for 3 E% 12.515! H iiiz.iﬂ} 3 H.Uﬁ; s I:i 56,1 iﬂ]

Avarage Staffing In the Production Department

Adjustmants made to CA Exhibit CA-WP-101-C13, page 1:

MGD = 1 headcount ("HC") added to column D. Diesel Maintenance Mechanic started on 1/3/07,

Footnotes:

(a) Source: Staffing levels from MECQ's responsa to CA-IR-112.

(b} Source: MECO T-5 responsae lo CA-IR-1, Attachmant 3.

() Indirect costs: Maui Lanai Molokai Total Prod.
Direct $ $ 7267812 § 505,162 § 489,197 § 8,262,171
Oncost $ 35942 65,306 62,490 1,063,738
Total Labor § $ 8203754 § 570468 § 551687 9 325,909
Oncost % 1!.§%

Source: MECO-WP-101{F) & {H).
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Reduction to O&M Labor Expense - Setflement

WITHOUT ON-COSTS Maui Lanai Molokai Total

Production Q&M 99,950 37,452 902 138,304
Transmission& Distribution O&M 098,614 946 1,015 100,575
Customer Accounts O&M 58,810 58,810
Customer Service Q&M 29,112 29,112
Administrative & General Q&M 1,699 1,699

288,185 38,398 1,917 328,500

T&D Breakdown of $40,883

MDK 25014 2,088 a 27102 27,102
MDR 13,781 0 a 13,781 13,781
Total 38,795 2,088 0 40,883 40,883
CA's T&D MDK Adj. 28,352 2,367 30,719
{CA-WP-101-C13 Page 2)
‘WITH oN'-t':"o'STs 3 . =iMaui] ¢ Lanai-i.; Molokai: - Totali".
Production O&M: SO -112 818 42,274 C 1 018_" 156, 190" 1.128748
Transmission&. Dlstnbutlon O&M-' : -;1 10;232- ~+1,087 '1_,_135 112, 424" 1.117816

L o ‘68,670 1.167665

Customer. Accounts O&M | » B 68, 670"

-_Customer Serwce O&M 33 272 .~ 1.142899

-Admlmstrailve '&.’General O&M . 1.134956
Total _'; FUSREE
T&D Breakdown of $45,700
MDK 27,961 2,334 0 30,295 30,295
MDR 15,405 0 0 15,405 15,405
Total 43,366 2,334 0 45,700 45,700
CA's T&D MDK Adj. 28,352 2,367 30,719
(CA-WP-101-C13 Page 2)

Empt.  Labor - Empl.’"  Labor

Count Expenses . Count > Expenses

$(000) et $(000)

Production O&M (2.5) ($196) $156
Transmission& Distribution O&M {(8.5) ($185) - (8. $112
Customer Accounts Q&M (0.5) ($70) .____(0 5)- $69
Customer Service O&M 0.0 ($33) . :0.01 $33
Administrative & General O&M 0.0 ($5) " 0 0. $2

Total (11.5)  ($489) | (105)- $372
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ATTACHMENT 3(AAA)
PAGE 1 0F 1
FINAL SETTLEMENT

MECO Proposed Adjustment to Consumer Adyocate's Labor Expense Adjustment

Maui Lanai Molokai Total
Production O&M RA "MGD” $35,666 $0 30 $35,666 N.1
On-Cost Percentage 0.129 0.129 0,129 0.129 N.1
Production O&M RA "MGD" §40,258 30 $0 340,258
T&0D O&M RA "MOE" $23.042 $290 §716  $24,048 N.2
On-Cost Percentage 0.118 0.118 0.118 0.118 N.2
T&D O&M RA "MDE" $25,757 $324 $800 $26,881
T&D O&M RA "MDK" 828,352 %2367 $0 $30,719 N.2
TaD O&M RA "MDR" $86,449 %0 $0 $86,449 N.2
T&D O&M Total $114,801 $2,367 $0 %$117,168 N.2
On-Cost Percentage 0.118 0.118 0.118 0.118
A&G Q&M Ras "MDK" & "MDR" $128,326 $2,646 $0 $130,972
Cusiomer Accts O&M RA "MDR" $1,431 $0 $0 $1,431 N.3
On-Cost Percenfage 0.168 0.168 0.168 0.168 N.3
Customer Accts O&M RA "MDR" $1.671 $0 0 $1,671
A&G O&M RA "MDK" $1.621 $0 $0  $1.621 N.4
A&G O&M RA "MDR" $1,122 $0 30 $1,122 N.4
A&G Q&M Total $2,743 $0 $0 52,743 N.4
On-Cost Percentage 0.135 0.135 0.135 0.135

A&G O&M Ras "MDK" & "MDR" $3,113 $0 $0 $3,113

N.1 CA-WP-101-C13, Page 1
N.2 CA-WP-101-C13, Page 2
N.3 CA-WP-101-C13, Page 3
N.4 CA-WP-101-C13, Page 6
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ECOT-11
ATTACHMENT 3(B)
PAGE ] OF1

. FINAL SETTLEMENT

LABOR ADJUSTMENT - TRANSMISSION & DISTRIBUTION O3M

Average Stalfing Calculations Adjustmant MECO Diract Labor
LINE Updated Achual Percantage Direct Labor O&M
NO. RA Divislon 2007 TY 12/31/2006 Average Ditfarence Ditference Forecast Adjusiment
(A) 8) (C) (D) (E) (F} (G) {H) 1}

1 SMISSION & DISTRIBUTIO

2 May)

3 MCF Fiold Service 7 6 6.5 (0.5) TA% $ B0340 $ (5730)

4 MCR Customer Operations 13 12 125 (0.5) -3.8% 18,776 (645)

5 MOC Communications/Electronica 6 5 55 (0.3) -8.3% 125,917 (10.493)

6 MDE Malntanance 10 10 10.0 . 0.0% 460,832 -

7  MOK Construction 37 29 33.0 (4.0)  -10.8% 262,254 (3,338} Nole 1

8 MOM Mater 7 7 70 - 0.0% 418,412 -

9 MOR Oparaticn 27 24 255 {1.5) -5.6% 1.556,091 {72,668) Nota 2

10 MDS  Stores 5 5 5.0 - 0.0% 10,123 -

11 MW!  Information Services 8 6 6.0 - 0.0% 1,547 -

12 MWM  Mapping 1 1 10 - 0.0% 2,096 -

13  MWP Enginaering Planning 18 17 17.5 (0.5) -2.8% 23,447 651)

14 MWS Enginaaring Staff 5 4 4.5 (0.5) -10.0% 50,804 (5,080)

15 MGA  Administrative 12 12 12.0 . 0.0% 19,480 -

16 Total MAUI 154 138 146.0 (6.0) $ 3028117 §$ (p8,615)

17 LaNAY

18 MDC Communications/Electronica 6 5 55 {0.5) -83.3% $ 8004 $ (667)

19 MDE Maintenance 10 10 10.0 - 0.0% 5,784 -

20 MWDK Construction 7 28 33.0 {4.0) -10.8% 21,896 (279) Nota 3

21 MDL Lanai 3 3 3.0 - 0.0% 44 360 -

22 MDM  Meter 7 7 7.0 - 0.0% 3,252 -

23 MGA Adminlstrative 12 12 12.0 - 0.0% 1,567 -
. 24 Total LANAI 75 56 70.5 [4.5) $ 84873 $___ {548)

25 MOLOKAI

26 MCT  Molokai Customer Sarvice 3 3 30 - 0.0% $ 5323 § -

27 MDC Communications/Electronlca ) 5 55 (0.5) -5.3% 12,188 {1.016)

28 MDE Maintgnance 10 10 100 - 0.0% 14,312 -

239 MDM  Metar 7 T 7.0 - 0.0% 3,658 -

30 MDT  Molokai TAD 4 4 40 - 0.0% 113,874 -

31 MGA Administralive 12 12 12.0 - 0.0% 1,567 .

32 Total MOLOKAIL 42 41 1.5 (0.5) $ 150,928 § (1,018)

33 TOTAL MECO T&D O&M 271 245 258.0 {13.0) $ 3263918 % (100,576)

(a) (a) (b}

34 ADJUSTMENT RECAP; Maui Lansi Molokai  Total MECO

35 Total T&D O&M Direct Labor Adjustmant (000's) $ (98615 § (846) $ (1,016) $ (100,576)

36 Adg: Indirect On-Costs () 11.8% 11.8% 11.8% 11.8%

37 Dirgct Labor Timas On-Cost Percentage 11,618 111 1120‘ F11,BSDI
38 Total Consumer Advocata Adjustment to Normalize for s i‘lw.!ﬂ; \ , g

Average Staffing in the T&D Department

Adjustments made to CA Exhibit CA-WP-101-C13, page 2:

MDE = 1 headcount ("HC") added to cojumn . Enviranmental Specialist started on 1/15/27.
Note 1: $25.014 additional reduction reflacted In MDK per CA's $45,700 adjustment.

Note 2: $13,781 additional reduction reflected In MDR per CA's $45,700 adjustment.

Note 3: $2,088 additional reduction reflectad In MDK par CA's $45,700 ad)ustment.

Footnotes:
(a) Source: Staffing levels from MECCQ's response to CA-IR-112.
{b) Source: MECO T-6 response to CA-IR-1, Attachment 3.

{c) Indirect costs; Maui Lanal Molokal Total TRD
Direct $ $ 3,028,117 § B4,873 150928 § 3,263,918
Oncost $ 354 787 10,069 19687 384,543

Total Labor § $ 3,382,004 § 04942 § 170,615 _$ 3,648,461

Oncost % TT8%
Source: MECO-WP-101(F) & (H). E—
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ATTACHMENT 3(C)
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FINAL SETTLEMENT
LABOR ADJUSTMENT - CUSTOMER ACCOUNTS
Average Stafling Calculations Adjustment MECO Direct Lebor
LINE Updated Actuat Percenlaga Direct Labor 0O&M
NO. RA Division 2007 TY 12/31/20068 Average Difference Dilfterance Foracasl Adjustment
(A} (8 {C) (D) (E) (F) (G} {H) 0
1 USTOM CCO
2 NARUC A/C 901
3 MAUL
4 MSA  Admin & Homa Service 4 4 4.0 - 0.0% $ 17590 & -
5 MCA Administralive 3 2 2.5 (0.5) -18.7% 81.758 (13,626)
8 Total MAUIL T [ 6.5 (0.5) 99,348 13,626
7 Total A/C 901 T 5 5.5 {0.5) 5 Ny fw.m}
8 NARUC A/C 902
]
10 MCF  Fiald Service 7 6 8.5 (0.5) -T1% § 25539 § (1,824
11 MCM  Mater Reading B 9 85 0.5 8.3% 342,911 21,432
12 MDR Customer Operalions 27 27 27.0 - D.0% 25,754 -
13 Total MAUI 42 42 42.0 - 394,204 19,608
14 LANA
15 MDL Lanai 3 3 3.0 - 0.0% 49,190 -
186 Total LANAI 3 3 3.0 - 49,190 -
17
18
19 MCT  Molokal Customer Service 3 3 3.0 - 0.0% 37,087 -
20 Total MOLOKAI 3 3 3.0 - 37.087 -
21 Total AC 802 48 48 48.0 - $ 480481 § 19,608
22 NARUC AJG 903
23
24 MCA Administrative 3 2 2.5 (0.5} -18.7% $ 116578 $ (19,420)
25 MCF  Fleld Service 7 8 6.5 (0.5) T1% 241,021 {17.218)
26 MCM Meter Reading 8 9 8.5 0.5 8.3% 8,175 el 1)
27 MCN  Ensrgy Sarvices 5 4 4.5 (0.5) -10.0% 32,569 {3.257)
28 MCR Customar Operations 13 12 125 (0.5) «3.8% 657,154 (25.275)
29 MCZ Forecasts 4 4 4.0 - 0.0% 56,141 -
30 MWM  Mapping 1 1 1.0 - 0.0% 3,981 -
3 Total MAUI a1 38 35.5 {1.5) 1,113,620 (64,792)
32 LANA|
33 MDL Lanai Energy Delivery 3 3 3.0 0.0% 2,250 -
M Total LANAI 3 3 30 - 2,250 -
35 Q0
36 MCT  Molokai Customer Sarvice 3 3 3.0 - 0.0% 105,326 -
a7 MDT  Molokai T&D 4 4 4.0 - 0.0% 139 -
38 Total MOLOKAI 7 7 7.0 - 105,465 -
35 Total A/C 603 51 48 485 (1.5) $ 1221335 § (B4.792)
Ta) aY -
40 TOTAL MECO Customer Azcounts : [ $ 1,801,164 § (58,810)
41 USTME Maul Lanat Molokai Total MECO
42 Total Customer Accounts O&M Direct Labor Adjustment (000's} §  (58.610) - $ - $ (58,810)
43 Add: Indiract On-Costs (c) 16.8% 16.8% 16.8% 16.8%
44 Direct Labor Times Dn-Cost Perceniage 9,860) - - 9 860
a5 Total Consumer Advocate Adjustment lo Normallze for 'S‘_(éE'B?T)' 5 L Z “F(éﬂﬂ‘
Avarage Staffing in the Customar Accounts Department
AdJustments mads to CA Exhibit CA-WP-101-C13, page 3:
MDR = Reflocts CA's revisad adjustment.
Footnotes:

(=)
{b)
{c)

Source: Staffing levels from MECO's rasponse to CA-IR-112.
Source; MECO direct [ebor torecast from MECO-WP-101(F).

Indirect costs;
Direct $
Oncost §
Total Labor $§
Oncost %

Source: MECO-WP-101(F) & (H).

Tolal

Maul Lanai Molokai Cust. Accts.
$ 1607172 § 51,440 § 142552 § 1,601,164

273,728 5,951 22,313 301,992

684, , . , 1'.
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O T-1t
ATTACHMENT 3(D)
PAGE | GF |
FINAL SETTLEMENT
LABOR ADJUSTMENT - CUSTOMER SERVICE
Avarage Staffing Calculations AdJustment MECO Diract Labor
LINE Updated Actual Percantage Diract Labor 0&M ‘
NO. RA Divislon 2007 TY 12/31/2006 Average Diference _ _Dilfarence Forecast Ad]ustment
) B) © ©) ) ) i) i) )
1 us SERVYIC
2
3 MCA Administrative 3 2 25 {0.5) -16.T% $ 53553 § (8,926)
4 MSA  Admin & Home Sarvica 4 4 4.0 - 0.0% 10,656 -
5 MSC Customer Servicas 1 1 1.0 - 0.0% 54,814 .
6 MSS  Safety 4 4 4.0 0.0% 13,012 .
7  MCN Energy Services 5 4 a5 (05) -10.0% 201,883 (20,186)
8 MCZ Forocasts 4 4 4.0 - 0.0% 48,704 -
9 Total MALI 21 19 20.0 {1.0} 382,602 (29,112}
10
11 MSC Customer Services 1 1.0 - 0.0% $ 251 % -
12 Total LANAI 1 1.0 - 251 N
13 MOLOKA|
14 MSC Customer Servicas 1 1 1.0 - 0.0% $ 51§ -
15 Total MOLOKAI 1 1 1.0 - 251 -
18 TOTAL MECO Customur Sarvice 23 21 22.0 -1.0 § 383104 § (28,112)
(2) {a) (b)
17 DJUSTME Maui Lanal Molokal Total MECO
18 Tola! Customer Seryice O&M Direct Labor Adjustment (ooo's) ¥ (29.412) § - ] - § (20,112)
18 Add: Indiract On-Coats (c 14.3% 14.3% 14.3% 14.3%
20 Direct Labor Times On-Cost Percantage 4,160 - - 4,160
2 Total Consumer Advocale Adjustmant to Normalize for 3 I§5.2 ?!I | N - _!_f}:fﬁi}
Average Staffing in the Customer Service Department
Footnotes: Total
(a) Source: Staffing lavals from MECO's response to CA-IR-112.
(b} Source: MECO diract labor forecast from MECO-WP-101(F).
{c} Indirect cosls; Maui Lanai Molokal Cust. Svc.
Direct § $ 382601 § 251  § 251 § 383,103
Oncost § 54,673 a5 36 54,745
Total Labor $ § 437,274 § 267 5 287 3§ 437,848
Oncost % TR

Source: MECO-WP.401{F) & (H).
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COT-11
ATTACHMENT 3(E)
PAGE1 QF2
. FINAL SETTLEMENT
LABOR ADJUSTMENT - ADMINISTRATIVE & GENERAL NARUC A/C 920
Average Staffing Calculations Adjustment MECO Dlrect Labor
LINE Updated Actual Percentage Direct Labor Q&M
NO. RA Division 2007 TY 12/31/2006 Average Ditfaranca Differenca Forecast AdJustmant
(A) 8 (C) [{s}] (E) {F) (G} (H) {1
1 ADMINISTRATIVE & GENERAL
2 NARUC A/C 920
3 MAUL
4 MSA Admin & Home Service 4 4 40 - 0.0% $ 188664 § -
S MSC Consumer Services 1 1 1.0 - 0.0% 1,849 -
6§ MSP Personnsl 2 2 20 - 0.0% 68,004 -
7 MSS Safety 4 4 4.0 - 0.0% 63,249 -
8 Total MAUI 1 11 11.0 - 321,766 -
9 Adminlstration 11 K| 110 - R T -
10 MAU
11 MCF Flald Service 7 3] 6.5 (0.5) JA% 5 3367 § (241)
12 MCR Customer QOperations 13 12 12.5 {0.5) -A.8% 31,388 (1,207
13 Total MAUI 20 18 19.0 (1.0} 34,755 (1,448)
14 MOLOKA|
15 MCT  Molokai Customer Sarvice 3 3 30 - 0.0% $ 11,524  § -
16 Total MOLOKAI K] 3 a0 - 11,524 -
17 Customer Service 23 21 22.0 (1.0) $ 46,270  §  (1,448)
18
19 MW  Information Services 6 6 6.0 - 0.0% $ 327,600 -
20 Total MAUI [ [] 6.0 - 327.600 -
. 21 Distribution —3 3 () - ) -
22 MAUL
23 MWL Engineering Land 2 2 20 - 0.0% $ 78613 § -
24 MWS Engineering Staft 5 4 4.5 (0.5 -10.0% 200 20
25 Total MAUI 7 [} 6.5 i0.5 ] 78,813 20
26 Englnearing T [:] 0.2 . } 3 20
27 MaL
28  MAA  Administrative 3 3 3.0 - 0.0% $ 198,053 § .
29 MAB  Budgets 4 4 4.0 - 0.0% 230,543 .
30 MAG General Accounting 3 3 30 - 0.0% 173,468 -
31 MAP  Purchasing 1 1 1.0 - 0.0% 57,492
32 MAX Taxand Plant Accounting 4 4 4.0 - 0.0% 220,065 -
33 Total MALI 15 15 15.0 - 879,622 -
34 Goneral Accounting 15 15 - | i IR
35 MAUI
36 MIP  President's Offica 1 1 1.0 - 0.0% $ 102585 % -
37 Total MAUI 1 1 1.0 - 192,985 -
38 Prosident T | 10 - , g
39 Total A/C 920 63 60 61.5 {1.5) $ 1,847,065 § (1,468)
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ATTACHMENT 3(E)
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FINAL SETTLEMENT
LABOR ADJUSTMENT - ADMINISTRATIVE & GENERAL NARUC AJC 925 - 932
Average Staffing Calculalions AdJustmant MECO Diract Labor
LINE Updatad Actual Percentage Direct Labor D&M
NO. RA Divislon 2007 TY 1273112006 Average Difference Difference Forecast Adjustment
(A) (e < . D) (E) F} (G} (H) O]
40 NARUC A/C 925
41 MAL|
42 MSA  Admin & Home Sarvice 4 4 4.0 - 0.0% $ 24817 § -
43 MSP  Persennel 2 2 20 - 0.0% 737 -
44 MSS  Safety 4 4 4.0 - 0.0% 176,211 -
45 MDK Construction 37 37 37.0 - 0.0% 14,896 -
46 MDR Customar Operations 27 27 27.0 - 0.0% 20,196 -
47 Total MAUI 74 74 74.0 - 236,957 -
48 TOTAL AJC 925 74 74 740 - ¥ 296,957 % -
49 NARUGC A'C 826000
50 MALL
5t MSA Admin & Home Sarvice 4 4 4.0 - 0.0% $ 1834 § -
52 MSP  Personnel 2 2 2.0 - 0.0% 68,653 -
53 Total MAUI [ § 6.0 - 70,487 -
54 TOTAL A/C 826000 [] I: B 6.0 - . -
55 N c9
56 MAL
57 MSA  Admin & Home Servica 4 4 40 - 0.0% s 10,090 § -
58 MSP  Personnel 2 2 2.0 - 0.0% 515 -
59 MCN Energy Services 5 4 45 (0.5)  -10.0% 2,309 (231)
60 MCZ Forecasts 4 4 4.0 . 0.0% 3,599 -
61 MGA Administrative 12 12 12.0 - 0.0% 151 -
62 Total MAUI 27 26 26.5 (0.5) 16,664 (231)
MOLOKA|
63 MGT Moalokai Praduction 7 7 7.0 - 0.0% 5 533 % -
64 Total MOLOKAI 7 7 7.0 - 533 -
65 TOTAL A/C 8302 27 26 26.5 (0.5} 5 17,197  § (231)
66 RARUC AIC 833
67 MOLOKAI
68 MOT Molokal TAD 4 4 4.0 - 0.0% ] pao2z $ -
69 Total MOLOKAI 4 4 4.0 - 9,802 -
70 TOTAL A/C 9302 4 4 30 - 3 B.E02 % -
71 Totai ASG D&M 174 170 172.0 (2.0} $ 21681508 § (1,699)
(a} (a) (b}
72 ADJUSTMENT RECAP: Maul Lanai Molokal Total MECO
73 AAG Direct Labor Adjustmert (000's) $ (1.689) § - $ - $ (1.689)
74 Add: Indirect On-Costs {c) 13.5% 13.5% 13.5% 13.5%
75 Direct Labor Times On-Cost Parcentage 229 - - 229
76 Total Consumer Advocate Adjustment to Normalize for _!_KT(UIB} 3 B 1 - [ 3 H.gﬂi
Average AAG Staffing

Adjustments made to CA Exhiblt CAWP-101-C13, page 6:
MDX and MDR = Reflects CA's revised adjustment.

Footnotes:
{a) Source: Staffing levels from MECO's response io CA-IR-112.
(b) Source: MECO direc labor forecas! from MECO-WP-101(F).

{e} Indjregt costs; Maui Lanai Molokai Total A&G
Direct $ $ 2159649 § - $ 21,859 § 2,181,508
Oncost $ 291,323 - 3,085 284,408

Total Labor $ § 2450872 § - § 24,944 “§ 2475918
Oncost % R Y53

Source: MECO-WP-101(F) & (H}.



Maul Electric Company, Limited
Docket No. 2006-0387

EMPLOYEE BENEFITS

Consumer Advocate Employee Benefits Adjustment (N.1)
Consumer Advocate Number of Employees Adjustment {N.1)
Average Employee Benefits Per Employee

MECO Number of Employees Adjustment (N.2)

MECO Employee Benefits Adjustment

N.1 Exhibit CA-101, Schedule C-14
N.2 Employee Adjustment - 0.5 (MGD), 0.5 (MDE)

EXHIBIT 1

MECO T-11 Page 77 of 91
ATTACHMENT 3(F)
PAGE 1 OF 2

FINAL SETTLEMENT

($56,392)
12
($4,699)
11

(351,693)
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ATTACHMENT 3(F)
PAGE 2 OF 2
FINAL SETTLEMENT
Maui Electric Company, Ltd.
Employee Benefits - Allocation by Division
Final Settlement
MECO
Maui Lanai Molgkai Consolidated
12/31/06;
Allocation basis:
Employee Count 12/31/07 per TY forecast 312.0 9.0 14.0 335.0
Company proposed adjustments (10.5) (0.5) - (11.0)
Company Proposed Average Employee Count 301.5 3.5 14.0 3240
Allocation percent 93.056% 2.623% 4.321%  100.000%
Amounts to be allocated:
Employee Benefits (N.2) (48,103) (1,356) (2,234) (51,693)

N.1 MECO T-11, Attachment 3(F), page 1 of |




MAUI ELECTRIC CO, LTD.
Crikcnlation of Domestic Produetd
007

Activitles Dedaction (DFAD}

Elocing Sales Revenus
Other Opasting Reviaue

Power produciion expense-Fuel
Power production expense-Purchased Power
Power proth p Producti
Transmission expensa
Dastribulion expenie
Cusiomer iccoumts expenie
Customer service
A & G Operations cxpenss
Adlowance for Uncallectable Accounts
Tolal D&M experue

Deprecittion txpensa

Tasies oLher than income laxes

Income taxes (inchudos amort of mate [TC)
Maucellineous

Other opemating expense

Net utility operating meoms

Tz Adnotmenis,

Inlerest

Inierent allocated from HE]

Estimaicd Ciomzs State ITC on Production Assets
Estimated State Tax Deprecinstion on Production Asety
State Pretax Income

Less: Stae Tax Deduction

Sute Taxable Income

Add- Foderal Sias Tax Deprecution Dufference
Estimated wwasble incorne for groomuon sctivily for 2006

E: d Demsstic Preduction Activithes Dedctinn (6%)

Estimated Federal Tax Effect nt 35%

NOTES:
(1) Cakaulation of Revaue Attriatabl ta Purchased Power:
Power Prod E Purchassd Power

Ditvided by Revems Tax Gross Up (1-.08885)
Purchased Power Revenue Gromsed Up

Electnc Sakes Revezue Net o( Purchased Power Reverrues

Electric Salea Revenus

Lexs: Eloctric Sales R Related 1o Purchased Power
Electric Sales Revegue, Nea of Puarchased Fower Revenue

Eroduction Sales Nl of Purchascd Pawsr Revigues

Total Production Sales

Lax Production Sales Revenues Relled o Purchayed Power
Producton Sales Revezrue, Nol of Purchased Porwer Rirverus

) o

Producton Sales / Eleciric Sakea Revenue
Producuon Cost of Service Percentage Calenbuied

[§]

2007 State Tax Deprecianan of Production Asscu
2007 Federal Tax Deprecation of Production Asscts
Federal Sute Depreciation Adustment

2007 Production Tax Addilinng
State ITC Rate
2007 Stue JTC Relued to Producton Assets

{1

(%) Compule average puets:

Tux NBY of Productian Assets

Tux KBV of All Deprecmble Auets
Intezest Allocation Bused on Rate Base %

EXHIBIT 1

(Nute: 2007 NBY nol avaibie, used mdap detcroined v tho actual 2006 oxconse 128 reium}

Average Tux NBY of Production Apets
Average Tax NBV of All Depracuble Assets
Interest Alocntion Based on Aversge Tux NBY of Avaets®e

Page 79 of 91
MECO T-13
ATTACHMENT 1
PAGE | OF 5
FINAL SETTLEMENT
CA-IR-176
DOCKET NO 2008-0387
PAGE YOF &
CA-TR-180
DOCKET NO 100603487
PAGE20QF«
TY 1047 Propesed Al d Te
Rates Geoeratlon
370,039 ¢ 211,19 (O) Seenote{l).
1,756 ¢
371,7950 21129
{130,455 0) (190,465)
{3182 0) (A)
{20573 0) (20,975)
(2,121 0)
(5,970 0)
{3.017.0) (2,522) Allocation based on nole (2) below.
{1319.0) (1,111) ABocation based on pote (2) below.
{13,362 0) (11,169) Alocaton based on nole (1) below.
(223 6) (136} Alocation based o nota (2} below.
(26) 445 0) (216.428)
(28,012.0) 0
(34,303.0) (45,809)
{14,450.0) o
1.0 (185) Alocation butcd on note (2) below
(76,996.0) (25,954)
333540
{9,370 7) (4,416) Alocation based on nate (%) below
- 4 Allocation based on noie (5) below.
153 See nole (4) below.
12,334) Secpote (1) below,
19,090 (F)
(L4 (P) " S 0I50376% Male tax rale
17,942
264) See nole (3) belaw.
17,678
liMl
371
313992 (A)
21.1150%
37,25 (B)
370039 (S}
{37.296) (B)
332,743 (D)
315425 Sesr MECO T-13 Arachment 1, p 2
(31296 @)
278,18 (E)
DOV [EVETINE
I78,120/331,743  (E)/ (D)
B3 5B6R%
{12,334)
(12.090)
164
L8z
%
1133
2006
142,750,158 92,655,797
290,423,947 235,691,296
117,707.97
263,060,132
44.15%




MAUI ELECTRIC COMPANY, LTD.
Revenues Attributable to Production
Test Year 2007

($ Thousands)

Total Production Sales

Maui Division

Lanai Division
Molokai Division
Total Production Sales

Tatal Revenue
Maui Division
Lansi Division
Molokai Division
Total Revenue

Percentage of Production Sales to Total Revenue
Proposed Revenues
Production Sales
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CA-IR-376
DOCKET NO. 2006-0387
PAGE4QF 6

CA-IR-180
DOCKET NO. 2006-0387
PAGE3 OF 4

TY 2007
Proposed Rates References

2978756 MECO-WP-1802, p. 65
9,658.2 MECO-WP-1802, p. 154
11,716.0 MECO-WP-1802, p. 243

319,249.8 (A) CA-IR-376,p.3

350,632.5 MECO-WP-1802, p. 65
10,597.3 MECO-WP-1802, p. 154
13,297.3 MECO-WP-1802, p. 243

374,527.1 (B)

85.241% (A)/ (B)
370,039.0

315,424.1




MAU] ELECTRIC CO., LTD.
Taxes Other Than Income
Test Year 2007

(% Thousands)

PSC Tax Calculation

Electric Sales Revenue
Less: Bad Debt Deduction
PSC Tax Base

PSC Tax Rate

PSC Taxes

PUC Fee Czlculation

Electric Sales Revenue
Less: Bad Debt Deduction
PUC Fee Base

PUC Fees Rate

PUC Fees

Franchise Royalty Tax Calculation
Electric Sales Revenue

Less: Bad Debt Deduction
Franchise Royalty Tax Base
Franchise Royalty Tax Rate
Franchise Royalty Taxes

Pavroll Taxes

Total Payroll Taxes

Allocation Factor

Payroll Taxes allocated to Production

Total Taxes Other Than Income

NOTE 1: Calculation of Bad Debt Deduction
Total Allowance for Uncollectible Accounts
Production Cost of Service Percentage

Bad Debt allocated to Production

EXHIBIT |

MECOT-IBPage 81 of 91
ATTACHMENT 1

PAGE3 OF §
FINAL SETTLEMENT
CA-IR-376
DOCKET NO. 2006-0387
PAGES5SOF6
CA-IR-180
DOCKET NO. 2006-0387
PAGE4 OF 4
TY 2007 References
278,129 MECO T-13 Attachment I, p. !
(186) See Note 1 below
277,943
5.885% MECO-WP-1301, p. |
16,357
278,129 MECO T-13 Attachment {, p. |
(186) See Note 1 below
277,943
0.5% MECO-WP-1301, p. |
1,350
278,129 MECO T-13 Attachment 1, p. |
(186) See Note 1 below
271,943
2.5% MECO-WP-1301, p. |
6,949
1,333 MECO T-13 Attachment 1, p. 4
83.5868% See Note 2 on MECO T-13 Attachment 1, p. |
1,114
25,809 MECO T-13 Attachment 1, p. |
223 Revised Revenue Req. Run dated 10/31/07
83.5868% See Note 2 on MECO T-13 Attachment 1, p. 1
186
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Maui Electric Company, Ltd. PAGE2OF 4
Payroll Taxes Charged to Operations
For Test Year 2007
{In Thousands)
UPDATED*
2007
Summary of Payroll Taxes Charged to Operations Maui Lanai Molokai Test Year
Allocation 90.96% 4.04% 5.00% 100.00%
1 FICA 1,185 53 65 1,303
2 Federal Unemployment Taxes 11 1 1 13
3 State Unemployment Taxes 15 1 1 17
4 Total Payroll Taxes Charged to Operations 1,211 55 67 1,333
. Test Year
Payroll
Allocation of Payrol} Taxes Based on Labor Dollars Charged Taxes
5 Capita) 343
6 Operations 1,333
7 Others 273
Total Payroll Taxes 1,949
Payroll Taxes
Total Payroll Calculated Charged to
Breakdown of Payroli Taxes Taxes Percentages  Operations
8 FICA 1,905 97.74% 1,303
9 FUTA 19 0.97% 13
10 SUTA 25 1.28% 17
I1 Total Payroll Taxes 1,949 100.0% 1,333
* Note: This schedule has been revised to reflect payroll reductions in MECO's first settlement proposal as of 11/1/07.
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MAUI ELECTRIC COMPANY, LTD.

DPAD SUPPORT WORKPAPER - Allocation by Island

Test Year 2007

(3 Thousands)

MAUI LANAI MOLOKAI TOTAL
Estimated DPAD Adjustment 973 40 47 1,061
Estimated Federal Tax @ 35% . 341 14 17 n

Note: Consistent with other allocated tax balances, allocation was based on relative plant balances @ 12/31/08, as follows:

Plant Balance % of Total

Maui 704,983,000 91.75%
Lanai 29,297,000 3.80%
Molokai 34,181,000 4.45%

TOTAL MECO 768,461,000 100.00%




Maui Electric Company, Ltd.

Payroll Taxes Charged to Operations
For Test Year 2007

(In Thousands)

Summary of Payroll Taxes Charged to Operations

Allocation
1 FICA
2 Federal Unemployment Taxes

3 State Unemployment Taxes

4 Total Payroll Taxes Charged to Operations

Allocation of Payroil Taxes Based on | abor Dollars Charged

Maui
90.96%

1,174
11

14

EXHIBIT 1

Page 84 of 91
MECO T-13

ATTACHMENT 2
PAGE 1 OF 4
FINAL SETTLEMENT

JUNE 2007 UPDATE
DOCKET NO. 2006-0387
MECO T-13
ATTACHMENT 1

PAGE 1 OF 16

MECO-WP-1301}
DOCKET NO. 2006-0387
PAGEZ2 OF 4

FINAL
2007
Lanaj Molokai Test Year
4.04% 5.00% 100.00%

52 65 1,291
0 1 12

1 1 16

1,199

53 67 1,319

5 Capital
6 Operations
7 Others

Total Payroll Taxes

Breakdawn of Payroll Taxes

8 FICA
9 FUTA
10 SUTA

11 Total Payroll Taxes

Test Year
Payroll
Taxes

343
1,319
290

1,951

Payroll Taxes
Total Payrolt Calculated Charged to
Taxes Percentages Operations

1,908 97.85% 1,291
18 0.92% 12

24 1.23% 16

1,951 100.0% 1,319

NOTE: This schedule has been updated to reflect setflement agreements with the CA regarding overall employee count

reduction and DSM employees included in the June Update.
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Maul Electric Company, Ltd, PAGE 3 OF 4
Payroll Taxes Charged to Qperations
For Test Year 2007
[FiCA _ |
Est Ettective Total 2005 Form 941
Pay Data Gross Pay Rata FICA Pay Date FICA Gross Pay  Eff Rate
1 1/14/2007 7.56% 74,337 Quarter 1 501,952 6,643,171 7.56%
2 1/28/2007 7.56% 74,337 Quarter 2 415,485 5,473,427 7.59%
3 2/11/2007 7.56% 76,562 Quarler 3 480,167 6,409,529 7.4%%
4 2/25)2007 Hunfi 0z 7.56% 77,169 Quarter 4 374,180 5,666,270 6.60%
5 3172007 5 97¢ 7.56% 73,978
6 3/25/2007 mlpvey 967, 7.56% 73,107
7 4/8/2007 7.59% 73,356
8 4/22/2007 7.59% 73,288
9 5/6/2007 7.59% 73,047
10  5/20/2007 7.59% 72,725
11 6/3/2007 7.59% 74,226
12 6M7/2007 : 7.59% 79,730
13 771/2007 & 7.59% 79,327
14 7/15/2007 & 7.49% 73.108
15 7/28f2007 7.43% 73,108
16  8/12/2007 7.49% 76,328
17 B/26/2007 7.49% 76,865
18 9/9/2007 7.49% 75,651
19 9/23/2007 ; 7.49% 74977
20 107772007 | 8.60% 57,460
24 10/21/2007 ° 6.60% 68,829
22 11/4/2007 6.60% 69,077
23 11/18/2007 [EEg ) 6.60% 69,698
24 1222007 3 6.60% 69,285
25 1216/2007 12 6.60% 66,803
26  12/30/2007 2au# 8.80% 66,803 Rounded
27 11372008 7.56% 5,529 {000's)
28 1,908,710 1,909
|Federal Unemployment Taxes i
No. Employees
Rate $ Max at YearEnd FUTA Tax
29 0.8% 7,000 “SEEARTTEI24% 18,144 18
[State Unemployment Taxes |
No. Employees
Rate $ Max atYear End  SUTA Tax
30 0.21% 35,300 ERENE 3047 24,018 24 *
31 Total Payroll Taxes (Line 28 + Line 29 + Line 30) 1,961

* Revised SUTA maximum base and rates for June update.
** EE count reflects settlement with CA as of 11/26/07; EE count reduced by 11 (from Juna update),
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Maui Electric Company, Lid.
Payroll Tax Allocation Worksheet
Test Year 2007
(In Thousands) )
Y saitiement iiSetllementy  Update Direct
Allocation of Payroll Taxes Based on Forecasted Labor $
- Forecasted: Alloc Forecasted Allocated Allocated
Cateqory & Uabor ﬁ’i* Adl Labr § Ad Payrolt Tax  Payroll Tax
Capital 4,043 342 KRy
Billable 69 6 6
O&M 15,561 1,362 1,378
Other 3,349 266 290
0 0 0 0
Clearing (NPW and Vacation) (3,171) 0 0 0
Total (3.171) 23,022 100.00% 5 1,951% 1,977 2,025
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CA-IR-178
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PAGE 3 OF 16

Maui Electric Company, Lid.
Forecasted Labor Costs

Test Year 2007
Direct Per MECO T-8
Category Reclassify JUNE
Category  Ind EYQ? Totals DSM Labor LIPDATE
Billable BE 14,846 b iater gL
Billable BT 54,416 69,262 69,262 2
Capital N1 3,514 51&} oy
Capital NR 5284 4,042 970 4,042,970 =
Clearing NC 3,170,902 3.170,902 3,170,902 %
O8M NE 15,785,486
O&M NS 103.6 15,889,100 201,850 16,090.950
Other NA 1,58
Cther ND 3,329,362 e AEr
Other NN 7,455 %; S A
Other NP 10,304, 3,348,706  (201,850) 3,146,856 201 850 73,348, 706 3.348; 706@
26,520,940 26,520,940 0 26,520,940 #BREEssi07:26,520,940:8) (328 500)3"?:26 192 440%
Total Payrol| reduction (328,500}
Pay periads in 2007 26

Adjustment {o estimated Gross Pay {12.635)
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MECO T-15
PAGE 27 OF 31

MECO-WP-1507

DOCKET NO. 2006-0387

PAGE 23 OF 32

Maui Electric Company, Lid.
Working Cash Study
O0&M Non-Labor Payment Lag

Source: Per Supporting Worksheets
Test Year Expense Total Payment
($000's) % of Total Lag Days Weighted Average
Note A June 2007 Update
MECO T-15, p.28.
Pension Expense’' I | 0%: days
OPEB Expense’ $787 3% 84 2 days
MECOQ-WP-1507, p.
24-26
Emission Fees’ $405 1% 306 4 days
EPRI Dues * $222 1% 22 days
Other Non-Labor O&M * $27.855 95% 32 30 days
$29,269 100%
|0&M Non-Labor Payment Lag 37 days|

NOTE: Totals may not add exactly duc to rounding.

Note A

! Pension expense estimate based cn updated 2007 Pension Accrual of $4,013k (per June 2007 Update MECO T-10) x

72% (based on 2006 % of Employee Benefits charged to O&M expense). For purposes of settlement, the Parties
agree 1o exclude pension expense from the caleulation of the O&M non-labor payment lag days and from the working
cash calculation.

? OPEB expense estimate based on updated 2007 OPEB expense of $1,093k (per June 2007 Updated MECO T-10) x
72% (based on 2006 % of Employce Benefits charged to Q&M expense).

* Emission Fees per MECO T-5.

* EPRI Dues per June 2007 Update MECO T-9.

* Other Non-Labor O&M = Total O&M Non-Labor expense of $32,158k, less other items noted above.




Short-Term Debt
Long-Term Debt
Hybrid Securities
Preferred Stock

Common Equity

Tolal Capitalization
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Maui Electric Company, Ltd.
Composite Embedded Cost of Capital
Test Year 2007 Average
($ Thousands)
(A) (B)= (©) (D)=
(A)Total(A) (BYC)
Capitalization
Weighted
WP Series Percent of Earnings Earnings
Reference Amount Total Requirement Requirements
WP-1702 3 4,750 1.27% 5.00% 0.06%
WP-1703 150,585 40.15% 6.11% 2.45%
WP-1704 9,192 2.45% 7.47% 0.18%
WP-1705 4,693 1.25% 8.34% 0.10%
WP-1706 205,882 54.89% 10.70% 5.87%
3 375,101 100.00% 8.67%
8.67%

Estimated 2007 Test Year Composite Cost of Capital

Totals may not add exactly due to rounding.

Filename: T-17 Att. 1 CostofCap_CEat10.7%.xls 1701 Composite
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DOCKET NO. 2006-0387
MAUI ELECTRIC COMPANY, LIMITED 2007 TEST YEAR RATE CASE

AGREEMENTS ON RATE DESIGN BETWEEN
MAUI ELECTRIC COMPANY, LIMITED AND THE CONSUMER ADVOCATE

COST OF SERVICE/REVENUE ALLOCATION/RATE DESIGN

l.

Cost of Service Study - A cost of service study is a tool used to estimate the cost
responsibility of the different rate classes served by MECO for ratemaking purposes. The
Company prepared two types of cost of service studies for this proceeding, one based on
embedded or accounting costs, and the other was based on marginal costs. Although both
studies reflected the costs of providing service, the procedure and emphasis of each of
these two studies were different. An embedded cost of service study (or simply “cost of
service study™) is a process used to categorize and allocate the total utility costs of
providing service (the utility’s total revenue requirements) to the various rate classes in
order to determine each class’s estimated cost responsibility. In contrast, a marginal cost
study determines the change in the utility’s costs of providing service due to a unit
change in kilowatts (“kW™), kilowatthours (“kWh"), or number of customers served by
the utility (MECO T-18, pages 1-2).

Development of MECO’s embedded cost of service study for this proceeding involved
three steps. First, the functionalization process categorized each of the costs and rate
base items into the major operating functions: production, transmission and distribution.
Second, the classification process classified each of the functionalized costs and rate base
items into each of three costs components: energy-related, demand-related and customer-
related. Third, each of the three costs components were allocated to the different rate
classes by allocation factors (MECO T-18, pages 5-9). MECO provided its embedded
cost of service study in direct testimony based on a cost allocation methodology
previously approved by the Commission (MECO T-18, pages 11-12).

In its direct testimony, the Consumer Advocate stated that MEC(’s.general procedures
for its embedded cost of service study are widely accepted and, with a few exceptions,
are reasonable for a utility with MECO's service characteristics (CA-T-5, page 8). The
Consumer Advocate also concurred with the Company’s methodology for allocating the
test year production and transmission demand costs (CA-T-5, page 11).

However, the Consumer Advocate expressed two concerns with MECO's cost of service
methodology. First, the Consumer Advocate asserted that because the distribution
network of poles, lines and transformers do not vary directly with the number of
customers being served, these costs should be classified as entirely demand-related, as
opposed to partially customer-related as classified by MECO. Second, the Consumer
Advocate maintained that some production Q&M costs vary with kWh output and
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therefore should be treated as energy-related costs. In contrast, MECO had treated all
non-fuel production O&M costs as demand-related. The Consumer Advocate contended
that its recommended changes to classifying and allocating the respective costs are
reasonable and should be considered by the Commission. The Consumer Advocate also
recommended that the Company conduct a study to determine the mix of demand/energy
production O&M cost drivers in support of its next rate case filing and embedded cost of
service study (CA-T-5, pages 9, 11-12).

The Consumer Advocate did not propose any changes to the Company’s marginal cost
study.

As HECO and the Consumer Advocate agreed in Docket No. 2006-0386 (HECO 2007
test year rate case), for settlement purposes in this rate case:

a) The Parties concur that agreement on a cost of service methodology is not a
requirement to settle this rate case since the proposed rates that are based on the
agreed upon test year revenue requirements are not based directly upon the results of
the cost of service study as noted in paragraph 2 below. The agreements on revenue
allocation and rate design presented below are reasonable given the results of both
MECO’s and the Consumer Advocate's proposed cost of service methodologies;

b) MECO agrees in its next rate case to present a cost of service study utilizing the same
distribution classification methodology as it used in this case, as well as a cost of
service scenario that classifies all distribution network costs (poles, conduits, lines,
and transformers investment and expenses) as demand-related. MECO can present
other cost of service scenarios, if desired, and make whatever recommendations it
chooses regarding interpretation and utilization of cost of service evidence; and

¢) MECO agrees to conduct studies designed to isolate the demand (fixed) versus energy
(vanable) elements of its non-fuel production O&M expenses for use in the next
MECO rate case, to be included in all of MECQO's cost of service scenarios.

Inter-Class Allocation of Revenue Increase — In its direct testimony, MECO proposed to
assign the revenue increase in the same percentage to each division (Maui, Lanai and
Molckai) and to each rate schedule within each division (MECO T-18, page 5) because
the allocation of the revenue increase according to cost of service would have resulted in
excessively large increases for customers on Lanai and Molokai. Therefore, to mitigate
the hardship on these customers, the Company proposed an equal percentage increase for
each division (MECO T-1, pages 21-22).

The Consumer Advocate stated that because cost of service results can change
significantly from one test period to another due to shifts in load conditions, expense
levels or methodology changes, cost of service results should only be used as a guide and
other factors must also be considered in developing rates that are intended to recover the
test year revenue requirement (CA-T-5, page 36). The Consumer Advocate concurred
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that customer impacts should be considered in developing the proposed rates and thus
agreed with the Company’s proposal to assign the same percentage increase to each
division and to each rate schedule within each division. In supporting MECO’s proposal,
the Consumer Advocate noted that an equal percentage rate increase will produce gradual
movement toward indicated cost of service under either the MECO or Consumer
Advocate’s recommended embedded cost of service allocation methodologies (CA-T-5,
page 38).

Intra-Class Rate Design

Schedule R

Schedule R service applies to residential lighting, heating, cooking, air conditioning and
power in a single family dwelling unit metered and billed separately by the Company.
The Company proposed an inclining block rate design (with lower than average rate
increases for customers with kWh usage in the lowest tier, no more than approximately
the class average rate increase for customers with kWh usage in the middle tier, and
above average increases for customers with kWh usage in the highest tier), no changes to
customer charges, and a provision for customers in the LIHEAP program to be charged
only at the lowest price tier of the non-fuel energy charges. The merits of an inclining
block rate design include mitigation of rate impact on the smallest users of the system,
pricing signals that help to encourage conservation, and assignment of a greater share of
the cost increase to the larger users. The provision for customers in the LIHEAP program
would be the same as proposed in the most recent HECO and HELCO rate cases (MECO
T-18, pages 15-16).

As it had done in Docket Nos. 2006-0386 (HECO 2007 test year rate case) and 05-0315
(HELCO 2006 test year rate case), the Consumer Advocate agreed with the Company’s
residential inclining block rate design proposals, stating that inclining block rate
structures can strengthen the incentive for residential customers to invest in conservation,
improve affordability of electric service for customers with low usage levels and mitigate
rate increase impacts on lower income consumers who elect to limit their usage to the
lower tiers of the rate. The Consumer Advocate also stated that the proposal for LIHEAP
customers is an important element of the inclining block rate proposal that should be
approved by the Commission. (CA-T-5, pages 43-44.)

-

Commercial Rate Schedules — Customer Charges

Schedule G is for general power service applicable to small commercial customers with
loads not exceeding 5,000 kWh per month or loads less than or equal to 25 kW. MECO
proposed Schedule G customer charges of $25 per month for single phase service and
$40 per month for three phase service at Maui Division (MECO T-18, page 18), $30 per
month for single phase service and $45 per month for three phase service at Lanai
Division (MECO T-18, page 49), and $23 per month for single phase service and $34 per
month for three phase service at Molokai Division (MECO T-18, page 80). The proposed
customer charges were designed to recover approximately the same share of the Schedule
G customer cost of service as in the final rate design in the MECO test year 1999 rate
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case (MECO T-18, pages 18-19,49, and 80). The Consumer Advocate stated that these

proposals were generally consistent with its cost of service results and did not exceed

customer charges found acceptable in settlement with HECO in Docket No. 04-0113 and
_should therefore be approved by the Commission (CA-T-5, page 45).

Schedule J is for general power service applicable to commercial customers with loads
greater than 5,000 kWh per month or greater than 25 kW, but less than 200 kW. MECO
proposed Schedule J customer charges of $50 per month for single-phase service and

$65 per month for three-phase service at Maui Division (MECO T-18, page 20), $45 per
month for single-phase service and $60 per month for three-phase service at Lanai
Division (MECQ T-18, page 51), and $32 per month for single-phase service and $42 per
month for three-phase service at Molokai Division (MECO T-18, page 81). The
proposed customer charges were designed to recover approximately the same share of the
Schedule J customer cost of service study results as in the final rate design for the MECO
test year 1999 rate case (MECO T-18, pages 21, 51-52, and 82). The Consumer
Advocate agreed with the proposed Lanai and Molokai charges for Schedule J, but
proposed to limit the Maui Division increase to $10 such that the Maui Division proposed
Schedule J customer charges would be $45 per month for single-phase service and

$60 per month for three-phase service. The Consumer Advocate’s position was that the
proposed customer charges for Maui Division were unacceptable when combined with
the proposed demand charge increases, which would result in unacceptably large
percentage bill increases to the smallest, low load factor Schedule J customers. (CA-T-5,
pages 45-46.) For the purpose of reaching a settlement on rate design issues in this
proceeding, MECO accepts the Consumer Advocate’s proposal for Schedule J customer
charges at the Maui Division.

Schedule H is an end-use rate that applies to specific commercial electric loads, including
commercial cooking, heating, air condittoning, and refrigeration loads. MECO proposed
Schedule H customer charges of $40 per month for single-phase service and $55 per
month for three-phase service at the Maui and Lanai Divisions {increases of $12.00 to
$13.00 per month), while leaving the Schedule H customer charges at Molokai Division
unchanged (MECO T-18, pages 23, 54, and 85). The proposed customer charges are
designed to recover less than the same share of the Schedule H customer cost of service,
similar to the final rate design in the MECO test year 1999 rate case, in order to moderate
the increase in the customer charge rates.

In its direct testimony, the Consumer Advocate stated that considering the higher unit
customer costs to serve Schedule H (as shown on MECO-1810, page | and CA-501,
page 1), the Company’s proposal to close Schedule H to new customers and the
Consumer Advocate’s proposal to limit Schedule H demand charge increases (discussed
below), the Company’s proposed customer charge increases for Schedule H were
reasonable (CA-T-5, page 46).

Schedule P is for general power service applicable to commercial or industrial customers
with large power loads of at least 200 kW. MECO proposed to increase the Schedule P
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customer charge from $225 to $375 for the Maui Division (MECO T-18, page 25), with
no changes in the Schedule P customer charge for the Lanai and Molokai Divisions
(MECO T-18, pages 56, 86). The proposed customer charge increase for the Maui
Division is designed to recover less than the same share of the Schedule P customer cost
of service as in the final rate design in the MECO 1999 test year rate case in order to
moderate the increase in the customer charge (MECO T-18, page 26).

The Consumer Advocate recommended limiting the Maui Division Schedule P customer
charge to $300 per month at this time to moderate the impact of rate changes upon the
smallest Schedule P customers (CA-T-5, page 46). For purposes of reaching a settlement
on rate design issues, MECO accepts the Consumer Advocate’s proposal.

Commercial Rate Schedules — Demand Charges
MECQO proposed the following increases to demand charges in Schedules J, H, and P

(MECO T-18, pages 20, 23, 25; 51, 54, 56; 81, 85, and 86-87).

MECQC PROPOSED DEMAND CHARGES
(PER KW-BILLED)

Maui Lanai Molokai
Schedule Existing | Proposed | Existing Proposed Existing Proposed
J $5.75 $12.00 $£5.75 $9.00 $4.75 $£11.00
H $4.50 $7.00 $4.50 £8.00 $£6.00 $10.00
P (0-500 kW) $8.50 $18.00 $8.50 $£22.00 $5.00 $11.00
P (> 501 kW) $8.00 $17.00 $8.00 $20.00 $4.85 $10.00

The proposed demand charges were designed to recover a greater proportion of the
demand costs through the demand charges rather than through energy charges, in order to
align rates closer to their cost of service (MECO T-18, pages 21, 24, and 26).

In its direct testimony, the Consumer Advocate expressed concern about the impact of the
proposed demand charge increases on lower load factor customers and recommended
limiting demand charge increases to no more than 30% above the demand charges
presently in effect so as to more graduaily increase rates towards the indicated demand
cost of service (CA-T-5, pages 48-49). MECO is willing to limit the Schedule J and
Schedule H demand charge increases to no more than 30% above the demand charges
currently in effect and reduce its proposed demand charges for Schedule P by $2.00

per kW. For purposes of settlement, the Parties agree on the following demand charges.
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DEMAND CHARGES
MECO-CONSUMER ADVOCATE AGREEMENT
(PER KW-BILLED)
Maui Lanai Molokai
Schedule Existing | Proposed | Existing | Proposed | Existing | Proposed
J $5.75 $7.50 $£5.75 $7.50 $4.75 [ . $6.15
H $4.50 $5.85 $4.50 $5.85 $6.00 $£7.80
P (0-500 kW) $8.50 $16.00 $8.50 $20.00 $5.00 $9.00
P (> 501 kW) $8.00 $15.00 $8.00 $18.00 $4.85 $8.00

Commercial Rate Schedules - Energy Charges
In its direct testimony, MECO proposed to recover in Energy Charges the part of the

class revenue requirement that is not provided by the proposed customer and demand
charges, net of all other adjustments. The Consumer Advocate agreed that this was a
reasonable approach, subject to its proposed constraints regarding the need to gradually
increase customer and demand charges. (MECO T-18, pages 21, 24, 26; 52, 55, 57, 83,
85, and 87-88 and CA-T-5, page 49.)

Commercial Rate Schedules — Power Factor Adjustment
Large commercial customers with demands of 200 kW or more are subject to power

factor adjustments based on their measured use of var-hours. Under current MECO rates,
power factor adjustments are credits for power factors above 85% and surcharges for
power factors below 85% (the breakpoint is 90% at Molokai Division). In its direct
testimony, the Consumer Advocate recommended that MECO provide in its next general
rate filing either: (a) Company-specific studies to support the Company’s proposed
power factor rate credits; or (b) an explanation as to how the results of analysis
performed for HECO and HELCO can be applied to MECO’s costs and power factor
adjustment (CA-T-5, page 55). MECO agrees in its next rate filing to complete a MECO
power factor study in support of revised power factor rate elements or explain how the
results of a HECO or HELCO study would apply to MECO for such purposes.

Commercial Rate Schedules — Schedule H

As HECO and HELCO have proposed in Docket Nos. 2006-0386 and 05-0315, MECO
also proposed to close its only end-used based Schedule H tariff to new customers as part
of a plan to transition Schedule H customers to Schedules J and P (MECO T-18, pages
23, 54, and 85-86). MECO is moving towards clearer distinctions between its
commercial customers, and the number of Schedule H customers is relatively small
compared to the number of Schedule G, Schedule J, and Schedule P customers. If any
Schedule H customers remain at the time of the next MECGO rate filing, the Consumer
Advocate recommends that MECO be required to submit evidence of the continuing need
for Schedule H or a plan for orderly migration of remaining Schedule H customers to
other rate schedules (CA-T-5, pages 53-54). For purposes of settlement, the Company
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agrees to eliminate Schedule H in its rate design proposal in the next MECO general rate

casc.

Other Revisions_to Rate Schedules/Rule Changes

MECO also proposed the following rate schedule/rule changes:

Increase Schedule G minimum charges to maintain the price differential between

the customer charge and minimum charges that are in existing MECO rates

(MECO T-18, pages 19, 49, and 80).

Modify the determination of billing demand in Schedule J for simplicity and ease

of understanding. The proposed average demand ratchet is the same as the

current demand ratchet in Schedule P, making the demand ratchet provisions for

all of the demand rate schedules the same and consistent MECO T-18, pages 22,

53, and 84.)

Modify the Schedule J Availability Clause (MECO T-18, pages 21-22,52-53,

and §3):

- to better define and clarify the load size that qualifies under Schedule J for
ease of understanding and application;

- to make a clearer distinction between the medium-sized customers served
under Schedule J, and the large power customers served under the Schedule P;

- to apply Schedule J to a more homogenous group of medium-size commercial
and industrial customers with similar load levels and characteristics, essential
for designing more efficient pricing and costing, and facilitate aligning rates
closer to cost of service; and

- to support rate and revenue stability and continuity

Maodify the Schedule P Availability Clause to exclude all customers that would be

served under Schedule J (MECO-108, page 13; MECO-109, page 12;

MECO-110, page 12).

Close Schedule U to new customers because there are no customers on this rate

(MECO T-18, pages 28, 59, and 91).

Close Schedule N at Molokai Division to new accounts (Schedule N service is

only available on Molokai) (MECO T-18, page 88).

Modify the terms and conditions of Rider T to allow customers to do emergency

maintenance on their equipment without considering its impact on the customers’

on-peak billing demand (MECO T-18, pages 30, 60, and 92).

Terminate the electric vehicle charging rates because there are no customers and

no formal PUC approval to implement these riders (MECO T-18, pages 44-45,

75-76, and 107-108).

Offer four new time-of-use rate options in this case, Schedule TOU-R -

Residential Time-of-Use Service, Schedule TOU-G - - Small Commercial

Time-of-Use Service, Schedule TOU-J - - Commercial Time-of-Use Service, and

Schedule TOU-P - - Large Power Time-of-Use Service, in order to extend to all

customers the opportunity to choose time-of-use rates, to establish a consistency

in rate design for all time-of-use rate options, and to manage participation and
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collect data for future time-of-use rate designs, consistent with the proposals made
in the HECO rate cases Docket No. 04-0113 and Docket No. 2006-0386 and in
the HELCO rate case Docket No. 05-0315 (MECO T-18, pages 34-35, 65-66,

and 97-98).

Modify the returned check charge, field collection charge, and service
establishment charge based on the costs of the various activities (MECO T-18,
pages 108-110).

In its direct testimony, the Consumer Advocate did not object to these proposals. In
particular, the Consumer Advocate stated the following in its direct testimony:

The Consumer Advocate did not object to MECO’s proposed changes to the
commercial rate availability provisions and the Schedule J demand ratchet, which
were comparable to tariff changes proposed by HECO in Docket No. 04-0113
(CA-T-5, page 50).

The Consumer Advocate supported the Company’s TOU rate proposal subject to
MECO adjusting the final rate levels within the proposed TOU rates to maintain
panity with the final sales rate levels ultimately approved by the Commission for
the related basic sales rate schedules (CA-T-5, page 53).

The Consumer Advocate stated that the proposed retumed check charge, field
collection charge and service establishment charge, were acceptable and were
supported by detailed time and expense cost studies prepared by MECO and
compared reasonably to price changes recently agreed upon by the Consumer
Advocate for implementation by HELCO and HECO in Docket Nos. 05-0315 and
2006-0386 (CA-T-5, page 57).

Thus, the Consumer Advocate and MECO are in agreement regarding these other tariff
and rule change matters.
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